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The following releases relate to self-regulatory 
rule proposals and/or adoptions 


34-17563 34-17567 
34-17565 34-17568 
34—-17566 34-17577 


34-17578 
34-17579 


33-6293 Proposed revised disclosure require- 
ments for the detailed property, plant 
and equipment schedule and the re- 
lated schedule of accumulated depre- 
ciation, depletion and amortization 
(Rules §§210.12-06 and 12-07) 
[File No. S7-876— Comment Period 
Expires April 30, 1981] 


34-17564 Proposed amendments to the net 
capital requirements for brokers or 
dealers to conform the rule to certain 
recent amendments adopted by the 
Commodity Futures Trading Commis- 
sion [File No. S7-874— Comment Pe- 
riod Expires April 1, 1981] 


34-17569 Adoption of a final rule under the 
1934 Act to exempt from the proprie- 
tary trading prohibition of Section 
11(a)(1) certain transactions by Reg- 
istered competitive Market Makers 
and Registered Equity Market Makers 
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registered on the New York Stock Ex- 
change and the American Stock Ex- 
change respectively. 


34-17574 Adoption of amendment to Rule 
11b-1 under the 1934 Act to elimi- 
nate duplicative requirements with re- 
spect to exchange rule changes 
relating to specialists and to clarify its 
application to options as well as stock 
specialists. 


34-17580 Adoption of Rule 11Aa3-2 under the 
1934 Act establishing procedures and 
requirements for joint industry plans 
in connection with planning, devel- 
oping, operating or regulating a na- 
tional market system or one or more 
facilities thereof. 


Withdrawal of Proposed rule 205-3 
under the Investment Advisers Act of 
1940. 





OPINION 





IC-11645 THE VANGUARD GROUP, INC. 


Where the participation of invest- 
ment companies in a mutual fund 
complex in a proposed plan for the 
internalized distribution of their con- 
tinuously offered shares was consist- 
ent with the provisions, policies and 
purposes of the Investment Company 
Act, and benefited each company in 
the complex within a reasonable 
range of fairness, held, plan ap- 
proved and related exemptive relief 
granted, subject to certain conditions. 














SECURITIES ACT OF 1933 





SECURITIES ACT OF 1933 
Release No. 6293/Feb. 25, 1981 


Securities Exchange Act of 1934 
Release No. 17575/Feb. 25, 1981 


PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21932/Feb. 25, 1981 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11646/Feb. 25, 1981 


Revision of Property, Plant and Equipment Disclo- 
sure Requirements 


ACTION: Proposed rules. 


SUMMARY: The Commission is proposing revised 
disclosure requirements for the detailed property, 
plant and equipment schedule and the related 
schedule of accumulated depreciation, depletion 
and amortization (Rules §§210.12-06 and 
12-07). The revised requirements would be based 
on disclosures by industry segment and would lib- 
eralize the rules which permit omission of the 
schedules. Additionally, disclosures concerning 
non-depreciable assets, assets under construc- 
tion, fully depreciated assets still in use, and idle 
capacity would be required if the amounts are sig- 
nificant. 


DATE: Comments should be submitted on or be- 
fore April 30, 1981. 


ADDRESSES: Comments should refer to File 
S7-876 and should be submitted in triplicate to 
George A. Fitzsimmons, Secretary, Securities and 
Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. All comments will be 
available for public inspection at the Commission’s 
Public Reference Room, Room 6101, 1100 L 
Street, N.W., Washington, D.C. [File No. S7-876]. 


FOR FURTHER INFORMATION CONTACT: Ar- 
thur J. Schmeiser, Office of the Chief Accountant, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549 
[202-272-2133]. 


SUPPLEMENTARY INFORMATION: 
|. Background 


On January 15, 1980 the Commission proposed a 
general revision to Regulation S-X (“S-X”) which 
involved Articles 3 and 5 and the related sections 
of Article 12.1 Although a major objective of that 
initiative was to restructure the S-X rules to facili- 
tate the Commission's effort to integrate financial 





1Securities Act Release No. 6178. 
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reporting under the Securities Act of 1933 and the 
Securities Exchange Act of 1934, the rulemaking 
proposal was a fundamental rethinking and 
restructuring of the content of the Articles being 
revised. As part of the process, the Commission 
proposed amendments to Rule 12-06 which pre- 
scribes the schedule requirements for property, 
plant and equipment (“PP&E”’) disclosures. The 
proposed revision also would have changed the 
requirements of Rule 12-07 involving the related 
information about accumulated depreciation, de- 
pletion and amortization. 


Commentators generally opposed these proposed 
amendments that would have had the effect of ex- 
panding disclosures about PP&E. As a result, the 
Commission did not substantively amend Rules 
12-06 and 12-07 when it took final action on 
those proposed S-X amendments?; rather, it indi- 
cated it would reconsider these rules and antic- 
ipated that it would propose revisions in the future. 


Present Rules 12-06 and 12-07 were adopted ini- 
tially under Accounting Series Release No. 12, 
“Adoption of Regulation S-X,” in 1940.° During the 
ensuing forty-year period, many changes have 
been made in financial accounting and reporting, 
but these rules have remained largely intact. Al- 
though the mere passage of time is not necessari- 
ly indicative of obsolescence, significant changes 
in financial accounting and reporting over a period 
of years create a need to periodically reassess the 
type and detail of information which is required to 
be presented. 


In the January 1980 release, the Commission pro- 
posed amendments to these supplemental sched- 
ules which would have required disclosure of: 


1) Assets classified by depreciation, depletion or 
amortization method and thereunder by major 
classification; 


2) Fully depreciated, depleted or amortized as- 
sets which are still in use; 





2Securities Act Release No. 6233 (ASR No. 280) 
(September 2, 1980). 


3Securities Act Release No. 2179 (February 2, 
1940). 
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3) By classification, the rate used in computing 
depreciation, depletion or amortization, and if 
more than one rate is used, the range and 
weighted average rate; and 


Any asset or group of homogeneous assets 
(such as computers, equipment used in a spe- 
cific manufacturing process, warehouses, and 
office buildings) which comprises 25 percent or 
more of a major class of property, plant and 
equipment and the depreciation, depletion or 
amortization rate. This requirement would not 
have applied if the asset or group of homoge- 
neous assets constituted less than five percent 
of total assets. 


Of the 300 commentators on the proposed general 
revision of S—X, approximately 70 percent specifi- 
cally commented on the amendments to Rules 
12-06 and 12-07. Of that group, approximately 95 
percent objected to the expanded disclosure re- 
quirements and requested that the proposal either 
be withdrawn or modified. The reasons for ob- 
jecting were many and varied, but the primary con- 
cern was that the cost of accumulating and pre- 
senting the information would not be balanced by 
the usefulness of the disclosure to investors and 
other users. Most of the criticism related to the 
proposal to require disclosure of assets classified 
by depreciation method and to present the range 
and weighted average depreciation rates. Not all 
aspects of the proposal received such negative 
comments; a number of respondents supported 
the proposed requirement to disclose fully depre- 
ciated assets still in use. 


ll. Discussion of Proposed Revisions to the Rules 
Need for Information 


Almost every company, regardless of size or activ- 
ity, uses some level of PP&E in the conduct of its 
operations. Many of these companies, especially 
the commercial and industrial ones, have signifi- 
cant investments in these assets. Usually, these 
assets are an integral part of the primary business 
activity of the company. The Commission believes 
that, where these assets are significant, informa- 
tion about the content of the PP&E accounts and 
the changes therein should be available to finan- 
cial statement users. 


Discussions with and comments received from an- 
alysts suggest that disclosures about PP&E are 
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essential to analyzing the age of an enterprise’s 
property resources and the adequacy of manage- 
ment’s related policies and practices. The Com- 
mission has concluded that the benefits of PP&E 
disclosures generally are sufficient to require pres- 
entation in filings with the Commission, but it rec- 
ognizes that these disclosures will be of interest 
primarily to professional analysts who have an in- 
terest in developing an in depth understanding of 
corporate results and should not be required in fi- 
nancial disclosure designed for the average in- 
vestor. Therefore, these disclosures are proposed 
to remain in the supplemental financial schedules 
required in certain Commission filings and not in 
annual reports to shareholders. 


Having concluded that additional information 
about PP&E is important to certain users, consid- 
eration must be given to the type of information 
and the level of detail that should be required. But 
even before this, consideration should be given to 
which registrants should be disclosing information 
about their PP&E. In most situations, the impor- 
tance of information about a company’s capital as- 
sets increases with the significance of these as- 
sets relative to all assets of the company. This 
measurement can be computed on a net basis 
(gross cost of PP&E less accumulated deprecia- 
tion, depletion and amortization) or on a gross ba- 
sis (gross cost of PP&E). The Commission is 
proposing that PP&E schedules should not be re- 
quired (a) if the amount of net PP&E as presented 
on the balance sheet at the beginning and end of 
the period is less than 10 percent of the amount of 
related total assets and (b) if the amount of gross 
PP&E as presented on the balance sheet at the 
beginning and end of the period is less than 20 
percent of the amount of related total assets. Al- 
though the percentages are necessarily arbitrary, 
the Commission believes that they will serve to re- 
quire disclosures in situations where these assets 
have a substantial bearing on the financial condi- 
tion and results of operations of the particular en- 
terprise. These rules would replace the present 5 
and 10 percent tests. Commentators are invited to 
address these rules specifically and to suggest 
any alternatives which they believe would be more 
effective given that the intent is to require disclo- 
sure only when the assets involved are significant. 


Type of Information 


The amendments proposed in January 1980, fo- 
cused the framework of the PP&E schedules on 
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methods of depreciation and the related deprecia- 
tion expense. Commentators indicated that this 
was not the most effective way to frame these 
scheduies since the ability of users to estimate fu- 
ture depreciation expense would not be enhanced 
appreciably by this approach. Further, users do 
not appear troubled by the fact that many 
companies combine significantly different types of 
assets under a single caption “machinery and 
equipment” or that the depreciation range for 
buildings may be twenty to fifty years. Users have 
indicated that they are more concerned about the 
business activities in which the assets are de- 
ployed and in gaining information to anticipate 
when significant additions or deletions are likely to 
occur. The Commission concludes that these ob- 
jectives are reasonable and has designed disclo- 
sure requirements accordingly. 


Proposed Rules 


In 1976, the Financial Accounting Standards 
Board (‘FASB’) issued Statement of Financial Ac- 
counting Standards No. 14, “Financial Reporting 
for Segments of a Business Enterprise” (“SFAS 
No. 14’). This pronouncement requires that 
companies disclose certain information about the 
industry segments in which a company is en- 
gaged. In issuing SFAS No. 14, the Board ex- 
pressed a need to respond to the ever changing 
needs of users as a result of the increased com- 
plexity of business enterprises. Accordingly, gen- 
erally accepted accounting principles require seg- 
ment disclosures when a complete set of financial 
statements are issued by a publicly owned compa- 
ny. The Commission recognizes this increasing 
complexity and is proposing that the new PP&E 
schedules be based on industry segments that 
parallel those used in complying with SFAS No. 
14. 


The disclosure requirements of SFAS No. 14 re- 
quire that companies disclose for each reportable 
segment the aggregate amount of depreciation, 
depletion, and amortization expense and the 
amount of capital expenditures. The proposed 
PP&E schedule, in addition, would require disclo- 
sure of retirements and other deductions as well 
as the balance at the beginning and end of the pe- 
riod. Additionally, for each segment, where appli- 
cable, non-depreciable assets and assets under 
construction would be disclosed if the amount at 
the beginning or end of the period was at least 5 
percent of the related PP&E in the segment. 
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Therefore, if the percentage tests were met, the 
PP&E schedule would present by segment: non- 
depreciable assets, assets under construction and 
all other assets in the segment. For these items, 
the following would be disclosed: balance at the 
beginning of the period, additions, retirements, 
other changes and balance at the end of the peri- 
od. 


It should be noted that certain registrants present- 
ly provide disclosures of PP&E by functional 
grouping. These groupings frequently are different 
than the reportable segments and the information 
provided is usually more comprehensive. Com- 
mentators are requested to specifically address 
this issue and to comment as to whether the po- 
tential decrease in disclosure is appropriate or if 
some action should be taken to maintain the level 
of detail which is included in functional groupings. 


The Commission is of the opinion that information 
about a company’s idle capacity and its fully de- 
preciated assets which are still in use is important. 
Therefore, if idel capacity or fully depreciated as- 
sets still in use equal or exceed 5 percent of total 
PP&E at the beginning or end of the period, the 
idle capacity and/or fully depreciated assets still in 
use at the end of the period should be disclosed 
and the segment breakout should be identified. 


Nondepreciable Assets 


Land would tend to be the only nondepreciable as- 
set for most companies. To the extent other signif- 
icant nondepreciable assets are included, the 
components should be identified. 


Assets Under Construction 


Assets that are in the process of being constructed 
and have not yet been placed in use should be 
separately disclosed. 


Idle Capacity 


PP&E that is idle (other than temporarily) or that is 
expected to be idle in excess of an operating cycle 
should be disclosed separately. A similar require- 
ment was included in the previously proposed 
rules. Several commentators, primarily from the 
utility industry, objected to the separate disclosure 
of idle plant. They noted that regulatory commis- 
sions frequently permit idle capacity to be included 
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in the allowable rate base until final determination 
of its status is established. As such, they do not 
believe it appropriate to provide the disciosure. 
The Commission believes that these disclosures 
which are similar to those proposed in January 
1980 are important to users in assessing all enter- 
prises where idle assets are significant. Although 
the disclosure may not have the same implications 
in all industries, it nonetheless is information that 
may be significant in the evaluation process. 


Fully Depreciated Assets 


PP&E which is fully depreciated, depleted or 
amortized or is carried at net estimated salvage 
value but is still being used should be disclosed. 
This information should include PP&E which is ful- 
ly depreciated but still recorded in the accounts of 
the company and the amount of PP&E which has 
been removed from the accounts even though it is 
still in use. 


Information Concerning Significant Future Events. 


The Commission presently encourages registrants 
to supply forward-looking information in the capital 
resources section of the revised “Management's 
Discussion and Analysis of Financial Condition 
and Results of Operations,” announced in Ac- 
counting Series Release No. 279.4 The Commis- 
sion is convinced that such information enhances 
a registrant's ability to communicate effectively 
with the readers of its financial statements. Cer- 
tain individuals have expressed similar sentiments 
and have suggested that the Commission require 
disclosure of forward-looking information about 
significant PP&E additions and deletions. This pro- 
posed rulemaking initiative does not take positive 
action in this area, but the Commission believes 
that registrants should consider providing such in- 
formation. 


On June 25, 1979 the Commission adopted a rule 
providing a safe harbor from applicable liability 
provisions of the Federal securities laws for state- 
ments made in filings with the Commission or in 
annual reports to shareholders that contain or re- 
late to projections. Projections covered by this 





4Securities Act Release No. 6233 (September 2, 
1980). 


5 Securities Act Release No. 6084 (June 25, 1979). 
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rule include (1) projections of revenues, income 
(loss), earnings (loss) per share or other financial 
items, such as capital expenditures, dividends, or 
capital structure, (2) management plans and ob- 
jectives for future company operations, and (3) fu- 
ture economic performance included in manage- 
ment’s discussion and analysis. Some registrants 
have taken advantage of this safe harbor rule and 
have provided disclosures which are innovative 
and meaningful. For example, notable disclosures 
have been made of capital expenditure projec- 
tions. But, this voluntary effort generally has been 
limited. The Commission believes that the area of 
capital expenditures is one where projections are 
extremely meaningful. Additionally, it is aware that 
many companies internally are making projections 
of capital expenditures on a regular basis and the 
Commission would like to see more external dis- 
closures of this information. 


lll. Other Changes 


The Commission recognizes that if these pro- 
posed amendments are adopted conforming 
amendments will be needed for various other Arti- 
cles of S-X. Since these conforming changes 





®Securities Act Release No. 6291 (February 17, 
1981) provides for an extension of the safe harbor 
rules to include information on the effects of 
changing prices disclosed voluntarily by regis- 
trants pursuant to Items 11 and 12 of Regulation 
S-K. 


would be non-substantive, they are not proposed 
in this release but will be made in conjunction with 
the adoption of final rules. In the adopting release 
the Commission intends to clarify the require- 
ments in Article 5 of S-X making it clear that the 
property, plant and equipment schedules are re- 
quired for each year an income statement is pre- 
sented. 


IV. Requests for Comments 


All interested persons are invited to submit their 
views and comments concerning the amendments 
proposed herein in triplicate to George A. Fitzsim- 
mons, Secretary, Securities and Exchange Com- 
mission, 500 North Capitol Street, Washington, 
D.C. 20549. All comments should be received not 
iater than April 30, 1981. Such communications 
should refer to File S7-876 and will be available 
for public inspection. 


TEXT OF PROPOSED AMENDMENTS: 


The Commission hereby proposes to amend 17 
CFR Chapter II as follows: 


PART 210—FORM AND CONTENT OF AND RE- 
QUIREMENTS FOR FINANCIAL STATEMENTS, 
SECURITIES ACT OF 1933, SECURITIES EX- 
CHANGE ACT OF 1934, PUBLIC UTILITY HOLD- 
ING COMPANY ACT OF 1935, INVESTMENT 
COMPANY ACT OF 1940, AND ENERGY POLICY 
AND CONSERVATION ACT OF 1975. 


By revising §210.12-06 to read as follows: 
§210.12-06 Property, plant and equipment.'4 





Col. A 


Classifi- 
cation? 


Col. B 
Balance at 
beginning 
of period? 


Col. C 


Additions 
at cost 


Col. D. 


Retire- 
ments® 


Col. E 


Other 
changes- 
add(deduct)- 
describe® 


Balance 
at end of 
period? 








1Comment briefly on: (a) any significant and un- 
usual additions, abandonments, or retirements 
(including gain or loss thereon), or any significant 
or unusual changes in the general character and 
location, of principal plants and other important 
units, which occurred within the period; (b) the 
methods and, if practicable, the rates used in 
computing the annual provision for depreciation, 
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depletion, obsolescence and amortization of phys- 
ical properties and capitalized leases. 


?Assets are to be classified by industry segment 
as disclosed in the registrant's financial state- 
ments. Under each industry segment, the following 
is to be presented: (a) nondepreciable assets; (b) 
assets under construction; (c) all other property, 
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The amendments are proposed to be effective 
with respect to annual periods ending after De- 
cember 15, 1981. 


These amendments are being proposed pursuant 
to the authority in Sections 6, 7, 8, 10 and 
19(a)[15 U.S.C. 77f, 77g, 77h, 77j, 77s] of the 
Securities Act of 1933; Sections 12, 13, 15(d), and 
23(a) [15 U.S.C. 781, 78m, 780(d), 78a] of the Se- 
curities Exchange Act of 1934; and Sections 5(b), 
14 and 20(a)[15 U.S.C. 79b, 79n, 79t] of the Pub- 
lic Utility Holding Act of 1935. 


Pursuant to Section 23(a)(2) of the Securities Ex- 
change Act, the Commission has considered the 
impact of these proposals on competition and it is 
not aware at this time of any burden that such rule 
amendments, if adopted, would impose on compe- 
tition. However, the Commission specifically in- 


vites comments as to the competitive impact of 
these proposals, if adopted. 


In addition, the Commission is mindful of the cost 
to registrants and others of its proposals and rec- 
ognizes its responsibilities to weigh with care the 
costs and benefits which result from its rules. Ac- 
cordingly, the Commission specifically invites 
comments on the costs to registrants and others of 
the adoption of the proposals published herein. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








FOOTNOTE, Continued 


plant and equipment classified in this industry seg- 
ment; and (d) total of all columns for this industry 
segment. Specific categories (a) and (b) under in- 
dustry segments may be included in category (c) if 
the balance of such category at the beginning and 
end of the period is less than 5% of the related 
balance for that particular segment (d). 


3|f the total balance at the beginning of the period 
and at the end of the period is less than 20 per- 
cent of the related total assets on the balance 
sheet and if the total balance at the beginning of 
the period less the related accumulated deprecia- 
tion, depletion and amortization and the total bal- 
ance at the end of the period less than related 
accumulated depreciation, depletion and amorti- 
zation is less than 10 percent of the related total 
assets on the balance sheet, this schedule may be 
omitted. 


4Disclose the amount, as of the end of the latest 
period, of idle capacity and fully depreciated as- 
sets still in use, setting forth separately the 
amount included in each business segment. 
These disclosures may be omitted if the amount at 
the beginning and end of the period is less than 5 
percent of the amount of total property, plant and 
equipment at the beginning and end of the period. 
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Idle capacity is defined as available capacity that 
is idle, other than temporarily, or is expected to be 
idle in excess of an operating cycle. 


Fully depreciated assets still in use are defined as 
assets which are being utilized by the company 
but whose net book value is zero or which is 
carried at estimated salvage value; included are 
assets still recorded in the accounts of the compa- 
ny and those which have been removed from the 
accounts. In computing the percentage test for 
omission, original book value is to be computed as 
a percent of gross property, plant and equipment 
which should include the original cost of the fully 
depreciated assets. Amounts presently included in 
the accounts of the company and those which 
have been removed should be separately 
identified. 


5Explain the changes in column D which are stat- 
ed at other than cost. 


&State clearly the nature of the changes and the 
other accounts affected. If provision for deprecia- 
tion, depletion and amortization of property, plant 
and equipment is credited in the books directly to 
the asset accounts, the amounts shall be stated in 
column E with explanations, including the ac- 
counts to which charged. 
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REGULATORY FLEXIBILITY ACT 
CERTIFICATION 


|, Harold M. Williams, Chairman of the Securities 
and Exchange Commission, hereby certify, pursu- 
ant to 5 U.S.C. 605(b), that the proposed amend- 
ments to revise the disclosure requirements for 
the detailed property, plant and equipment sched- 
ule and the related schedule of accumulated de- 
preciation, depletion and amortization contained in 
Securities Act Release No. 6293 (February 25, 
1981), “Revision of Property, Plant and Equipment 
Disclosure Requirements,” will not, if promul- 
gated, have a significant economic impact upon a 
substantial number of small entities. The reason 
for this certification is that it is anticipated that the 
effects of the proposed amendments, if adopted, 
will not be significant for any registrant because 
the information is generally maintained by a com- 
pany as part of its basic accounting records. 


Harold M. Williams, Chairman 


February 25, 1981. 


SECURITIES ACT OF 1933 
Release No. 6294 Feb. 26, 1981 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 17581/Feb. 26, 1981 


PUBLIC UTILITY HOLDING CO. ACT OF 1935 
Release No. 21936/Feb. 26, 1981 


Investment Co. Act of 1940 
Release No. 11650/Feb. 26, 1981 


ACCOUNTING SECURITIES 
Release No. 289/Feb. 26, 1981 


Financial Reporting by Oil and Gas Producers 
ACTION: Statement of Commission Position. 


SUMMARY: The Commission is announcing that it 
no longer considers Reserve Recognition Ac- 
counting to be a potential method of accounting in 
the primary financial statements of oil and gas pro- 
ducers. In addition, the Commission is announcing 
its support of an undertaking by the Financial Ac- 
counting Standards Board to develop a compre- 
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hensive package of disclosures for those engaged 
in oil and gas producing activities. 


DATE: February 26, 1981. 


FOR FURTHER INFORMATION CONTACT: 
James D. Hall or Rita J. Gunter, Office of the Chief 
Accountant, Securities and Exchange Commis- 
sion, 500 North Capitol Street, Washington, D.C. 
20549 (202-272-2133). 


SUPPLEMENTARY INFORMATION: 
|. Background 


After extensive public hearings, the Commission 
issued Accounting Series Release (“ASR”) No. 
253' which concluded that significant improve- 
ments in the communication of financial position 
and operating results of oil and gas producers 
could be achieved through (1) adoption of require- 
ments for disclosure of specified historical infor- 
mation relating to oil and gas producing activities; 
(2) adoption of requirements for disclosure of in- 
formation relating to future net revenues from esti- 
mated production of oil and gas reserves; and (3) 
development of a method of accounting to provide 
for recognition in financial statements of proved oil 
and gas reserves as assets and changes in 
proved oil and gas reserves in earnings. 


The Commission called the new accounting meth- 
od “Reserve Recognition Accounting” or “RRA”. 
The Commission at that time recognized that the 
feasibility of developing RRA was not assured and 
provided for its development through a flexible ex- 
perimentation and evaluation period. Release No. 
33-59692, issued concurrently with ASR No. 253, 
proposed rules for supplementary presentation of 
an earnings summary based on RRA. 


After considering input received from an advisory 
committee and from comment letters, the Commis- 





‘Accounting Series Release No. 253, “Adoption of 
Requirements for Financial Accounting and Re- 
porting Practices for Oil and Gas Producing Activi- 
ties,” August 31, 1978 (43 FR 40688). 


2Release No. 33-5969, “Oil and Gas Producing 
Activities— Proposed Supplemental Earnings 
Summary,” August 31, 1978 [43 FR 40726]. 
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sion issued Accounting Series Release Nos. 269° 
and 2704 in September 1979. ASR No. 269 con- 
tained final rules requiring presentation of a Sum- 
mary of Oil and Gas Producing Activities Based on 
RRA and a Summary of Changes in Present Value 
of Estimated Future Net Revenues. The release 
required such disclosure in annual reports on 
Form 10-K for fiscal years ending after December 
25, 1979. It also announced the Commission’s in- 
tentions to require the disclosures to be made in 
annual reports to security holders for fiscal years 
ending after December 25, 1980. In September 
1980, as part of its integrated disclosure program, 
the Commission issued rules which, among other 
things, require that supplemental oil and gas re- 
serve information be presented in annual reports 
to security holders for fiscal years ending after De- 
cember 15, 1980. 


ASR No. 270, issued concurrently with ASR No. 
269, postponed the audit requirement for oil and 
gas reserve information until years ending after 
December 25, 1980. The postponement was in- 
tended to allow additional time to establish and im- 
plement uniform guidelines and standards for re- 
serve evaluation and reporting. 


The Commission again addressed the issue of au- 
dited oil and gas reserve information in April 1980 
when it issued ASR No. 277.5 The Commission 
noted that there continued to be uncertainty con- 
cerning the costs and related benefits of requiring 
reserve information to be audited when the infor- 
mation was presented outside the primary finan- 
cial statements. Therefore, the Commission 
amended Regulation S-X to postpone the audit re- 
quirement for reserve information until a decision 
was reached on adopting RRA as a uniform meth- 





3Accounting Series Release No. 269, “Oil and 
Gas Producers—Supplemental Disclosures on 
the Basis of Reserve Recognition Accounting,” 
September 24, 1979 [44 FR 57030]. 


4Accounting Series Release No. 270, “Oil and 
Gas Producers—Postponement of Audit Require- 
ment for Reserve Information,’ September 24, 
1979 [44 FR 57037}. 


5Accounting Series Release No. 277, “Oil and 
Gas Reserve Information—Postponement of Audit 
Requirement,” April 17, 1980 [45 FR 27747]. 
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od of accounting in the primary financial state- 
ments. ASR No. 277 also permitted registrants to 
present the reserve information disclosures as 
supplementary information outside the financial 
statements until the above determination was 
made. 


ll. Current Status of RRA 


Since the issuance of ASR No. 253, the Commis- 
sion has received significant input concerning the 
feasibility of implementing RRA as the priniary 
method of accounting for oil and gas producing ac- 
tivities. A substantial degree of uncertainty of oil 
and gas reserve estimates has been suggested by 
the published results of several studies. Several 
oil and gas reservoir engineers have commented 
that a significant range of reserve estimates is 
considered reasonable by that profession. The 
Commission has noted significant revisions re- 
ported in supplemental disclosures for 1979 calen- 
dar years. In addition to the inherent uncertainty of 
reserve estimates, other implementational issues 
raise questions about the feasibility of RRA as the 
uniform method of accounting by oil and gas pro- 
ducers, such as valid questions about the useful- 
ness of interim financial statements based on RRA 
due to the difficulty of quickly estimating quantities 
of newly discovered reserves. 


ASR No. 253 established a period for develop- 
ment and evaluation of RRA and the Commission 
has viewed RRA as experimental. Although the 
Commission believes that financial statements 
lack the degree of certainty often attributed to 
them by users, it is clear that financial statements 
in today’s environment require a higher degree of 
reliability than do supplemental disclosures. After 
assessing the development of RRA since the issu- 
ance of ASR No. 253, the Commission has deter- 
mined that because of the inherent uncertainty of 
recoverable quantities of proved oil and gas re- 
serves, RRA does not presently possess the req- 
uisite degree of certainty to be accepted as a pri- 
mary method of accounting. Therefore, the 
Commission is announcing that it no longer con- 
siders Reserve Recognition Accounting to be a 
potential method of accounting in the primary fi- 
nancial statements. 


The Commission believes that announcing its con- 
clusions about RRA as primary method of ac- 
counting will provide a better atmosphere for eval- 
uation of RRA as a supplementary disclosure for 
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oil and gas producers. The Commission hopes 
that issuers, knowing their primary historical cost 
financial statements are not “threatened” by RRA, 
will be better able to focus on both the merits and 
disadvantages of the RRA supplemental earnings 
summary. Although RRA lacks the certainty usual- 
ly attributed to primary financial statements, the 
Commission still believes it may be a useful basis 
for supplemental disclosure because it attempts to 
match the costs of exploration and development 
activities with the results obtained through these 
efforts. If an RRA supplemental earnings summary 
is not the best disclosure vehicle, then alternative 
disclosures should be developed. 


ill. FASB Initiative 


Supplemental disclosures for the oil and gas in- 
dustry have evolved under standards and rules 
promulgated by both the Commission and the 
FASB. Those standards and rules have been is- 
sued at different times and have had different ob- 
jectives. As a result, the disclosures made in re- 
sponse to these rules and standards have tended 
to become unnecessarily voluminous, complex 
and disjointed. A comprehensive package of dis- 
closures designed by the FASB should alleviate 
many of the concerns expressed about present 
practice. 


The Chairman of the FASB has stated that the 
FASB is prepared to begin a project which would 
take a comprehensive view of reporting and dis- 
closure issues facing oil and gas producers. The 
proposed FASB project would comprehend all as- 
pects of financial reporting by oil and gas produc- 
ers, with one notable exception. It would not ad- 
dress the issue of a uniform method of accounting 
in primary financial statements but would address 
both footnotes and supplemental disclosures. The 
FASB has indicated that such a project would be 
meaningful only if the Commission had already 
reached a conclusion regarding RRA as it relates 
to the primary financial statements and then only 
with the Commission’s support. The proposed pro- 
ject would be similar to other FASB projects in that 
it would follow the FASB’s due process proce- 
dures and would not be constrained by any Com- 
mission guidelines. The project's objective would 
be to develop a comprehensive disclosure pack- 
age for oil and gas producing enterprises that will 
assist in meeting the objectives of financial report- 
ing set forth in FASB Concepts Statement No. 1, 
and that possesses the qualitative characteristics 
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of useful accounting information set forth in FASB 
Concepts Statement No. 2. 


In general, the Commission expects that its rules 
will be amended to be consistent with the disclo- 
sure standards for oil and gas producers to be de- 
veloped by the FASB. The Commission has 
traditionally looked to the Board to set standards 
of financial reporting. A recent example in the area 
of supplemental disclosure involved ASR No. 
190.® In that instance, the Commission introduced 
a requirement for disclosure of replacement cost 
information then withdrew its requirements after 
the effective date of SFAS No. 337 which ad- 
dressed the objectives of ASR No. 190. The Com- 
mission expects the issue of oil and gas disclo- 
sures to be resolved in a similar fashion. Of 
course, the Commission will necessarily follow its 
normal administrative procedures in reviewing and 
adopting appropriate supplemental disclosures de- 
veloped by the FASB and requiring disclosure of 
operational data. 


IV. Commission’s View of Value Based Disclo- 
sures 


Notably, a possible exception to the Commission’s 
expectation of acceptance of FASB standards in 
this area is the issue of value based disclosures 
for oil and gas reserves, such as the “Present 
Value of Estimated Future Net Revenues’ as de- 
fined in Regulation S-X. In its deliberations to date 
the FASB has not required value based disclosure 
for oil and gas reserves, but as part of the pro- 
posed project, the Commission expects that the 
FASB will consider various types of value disclo- 
sures in its project. It may be appropriate to use a 
discount rate other than 10 percent or to use a set 
of discount rates, depending upon risk. A range of 
values rather than a point estimate may be consid- 
ered. The above examples of items for considera- 
tion are not intended to be restrictive and the 
Commission expects that the FASB will exercise 
its own judgment in reviewing alternatives and 
arriving at its conclusions with respect to the value 





SAccounting Series Release No. 190, “Replace- 
ment Cost Data,” March 23, 1976 [41 FR 13596]. 


7Statement of Financial Accounting Standards No. 
33, “Financial Reporting and Changing Prices,” 
September 1979. 
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based disclosure issues and all other issues to be 
considered within the project’s scope. 


However, because the Commission believes value 
based disclosures are important, even if the FASB 
does not require value based disclosures for all oil 
and gas companies, the Commission will likely 
continue to require such disclosure from regis- 
trants. If that is the case, the public record gener- 
ated by the FASB during its deliberations should 
be helpful in determining the appropriate basis for 
any value disclosure which the Commission may 
require in the future. 


The Commission’s strong commitment to value 
based disclosure should be distinguished, howev- 
er, from its support of RRA as a supplemental 
measure of earnings. The Commission believes 
that RRA should be carefully considered for sup- 
plementary disclosure but it has no preconceived 
conclusions as to the outcome of such delibera- 
tions. 


V. Other 


In arriving at its conclusion that RRa is not feasible 
as a uniform method of accounting in primary fi- 
nancial statements, the Commission has not read- 
dressed the issue of a uniform method of account- 
ing by oil and gas producers. Concepts developed 
by the FASB in its conceptual framework project 
will have an impact on the ultimate resolution of 
this question. Therefore, the Commission does not 
intend to attempt to resolve that issue until after it 
considers the results of the FASB’s conceptual 
framework efforts. 


The Commission has reviewed its responsibility 
under the Energy Policy and Conservation Act of 
1975, 89 Stat 871 (‘“EPCA”), which directed the 
Commission to assure the development and ob- 
servance of accounting practices to be followed in 
the preparation of accounts by oil and gas produc- 
ers. It has determined that the announcements 
and course of action outlined in this release are 
not inconsistent with its responsibilities under 
EPCA. However, after the FASB has developed its 
comprehensive disclosure package, the Commis- 
sion will separately consider any necessary rule 
making action under the securities laws and 
whether any EPCA rule making is necessary to as- 
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sure the availability of such information to the De- 
partment of Energy. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17562/February 20, 1981 


In the Matter of 


The Application of the National Securities 
Clearing Corporation for Registration as a 
Clearing Agency 


File No. 600-15 


ORDER AFFIRMING REGISTRATION AND 
STATEMENT OF REASONS 


On January 13, 1977, pursuant to Section 19(a)(1) 
of the Securities Exchange Act of 1934 (the 
“Act’), 15 U.S.C. §78s(a)(1)(1980), as amended 
by the Securities Acts Amendments of 1975 (the 
“1975 Amendments),' the Commission granted 
temporary registration as a clearing agency to the 
National Securities Clearing Corporation 
(“NSCC’’). Thereafter, two subsidiaries of 
Bradford National Corporation sought review of 
that decision in the United States Court of Appeals 
for the District of Columbia Circuit. On September 
19, 1978, that court affirmed the Commission's de- 
cision granting NSCC temporary registration, but 
remanded two issues to the Commission for fur- 
ther study and explication.2 Those issues are (i) 





1Pub. L. No. 94-29 §16, 89 Stat. 146 (1975). 


2Bradford National Clearing Corporation et al. v. 
Securities and Exchange Commission et a/., 590 
F.2d 1085 (D.C. Cir. 1978) (the “Bradford” deci- 
sion). 


SEC DOCKET/129 





NSCC’s use of the pricing policy known as geo- 
graphic price mutualization (‘GPM’)? and (ii) 
NSCC’s selection, without competitive bidding, of 
the Securities Industry Automation Corporation 
(“SIAC”) as facilities manager of NSCC’s system. 


On March 14, 1979, the Commission requested 
that NSCC submit written reports on GPM and 
competitive bidding and asked interested persons 
to examine NSCC’s reports and to comment on 
them. In addition to NSCC’s two reports, the Com- 
mission received ten comment letters, three letters 
of rebuttal from NSCC, and a letter of rebuttal 
submitted on behalf of Bradford National Corpora- 
tion. 


After reviewing the registration order, the Court of 
Appeals’ decision, NSCC’s two reports, the com- 
ment letters and other relevant information, the 
Commission is affirming its decision authorizing 
NSCC’s use of the pricing policy known as GPM. 
In addition, because of the special circumstances 
that existed at the time of NSCC’s registration, the 
Commission is affirming its decision upholding 
NSCC’s selection of SIAC as the facilities mana- 
ger without the use of competitive bidding. More- 
over, although those special circumstances, for 
the most part, are no longer present, the Commis- 
sion does not believe that it is necessary at this 
time to require NSCC to use competitive bidding 
as a prophylactic regulatory device. NSCC’s future 
decisions on how to conduct its operations, how- 
ever, including the selection of a facilities mana- 
ger, will be reviewable by the Commission, and, if 
NSCC’s decisions are not in accordance with the 
requirements of Section 17A of the Act, the Com- 
mission will take appropriate action. Such action 


could include requiring NSCC to use competitive 
bidding. 


The remainder of the Order is organized as fol- 
lows: 


INTRODUCTION 
Background 
Current Status of NSCC’s Use of GPM 
Current Status of the NSCC—SIAC Facilities 
Management Contract 


SUMMARY OF THE ORDER GRANTING NSCC 
REGISTRATION AS A CLEARING AGENCY 

The Effect of NSCC’s Registration on Broker- 
Dealer Competition 

The Effect of NSCC’s Registration on Clearing 
Agency Competition 

The Effect of NSCC’s Registration on 
Exchange Competition 

The NSCC-SIAC Facilities Management 
Agreement 


SUMMARY OF THE COURT OF APPEALS’ 
DECISION 
The Role of Competition in the National 
Clearance and Settlement System 
Affirmance of NSCC’s Registration 
The Remand 


CONSIDERATION OF GPM 
The Arguments Presented by the 
Commenters 
Discussion 


CONSIDERATION OF COMPETITIVE BIDDING 
The Arguments Presented by the 
Commenters 
Discussion 


DETERMINATIONS AND DIRECTIVES 
INTRODUCTION 


Background 


In March 1976, the Commission received an appli- 
cation for registration as a clearing agency from 
NSCC pursuant to Section 17A of the Act, 15 
U.S.C. §78q-1, and Rule 17Ab2-1 thereunder, 17 
CFR §240.17Ab2-1. That application proposed 
the merger of three clearing agencies located in 
New York City: (i) the Stock Clearing Corporation 
(“SCC”), a wholly-owned subsidiary of the New 
York Stock Exchange (“NYSE”); (ii) the American 
Stock Exchange Clearing Corporation (“ASECC’”), 
a wholly-owned subsidiary of the American Stock 
Exchange (‘“Amex’); and (iii) the National Clearing 
Corporation (“NCC”), a wholly-owned subsidiary 
of the National Association of Securities Dealers 
(“NASD”).4 Under the terms of the application, 





3Under GPM, NSCC charges participants the 
same basic fees for transactions compared, 
cleared and settled through its branch network as 
for transactions compared, cleared and settled 
through its New York City facility. 
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4At that time, as a general matter, SCC and 
ASECC only processed transactions executed on 
their parent exchanges, while NCC only processed 
transactions executed in the over-the-counter 
(“ITC”) market. 
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NSCC initially would operate the three clearing 
agencies as separate divisions, thereafter 
consolidating them into a single operation with 
SIAC as the facilities manager of the consolidated 
system.5 


Shortly after receiving NSCC’s application, the 
Commission instituted a proceeding to determine 
whether to grant or deny the application and, as 
part of that proceeding, held three days of hear- 
ings in June 1976.6 


On January 13, 1977, the Commission granted 
NSCC temporary registration as a clearing agen- 
cy.’ In doing so, the Commission set four condi- 
tions that NSCC would have to meet before it 
would be able to consolidate its three divisions 
into a single operation. The order, among other 
things, also permitted NSCC to use GPM and ap- 
proved NSCC’s selection of SIAC, without compet- 
itive bidding, as the facilities manager for its con- 
solidated system. 





SSIAC already was the facilities manager of SCC 
and ASECC while Bradford National Clearing Cor- 
poration was NCC’s facilities manager. 


&See generally, Securities Exchange Act Release 
Nos. 122724 (March 29, 1976), 41 FR 14455 (April 
5, 1979); 12489 (May 28, 1976), 41 FR 23255 
(June 9, 1976); and 12954 (November 3, 1976), 
41 FR 49721 (November 10, 1976). 


7Securities Exchange Act Release No. 13163 
(January 13, 1977) 42 FR 3916 (January 21, 
1977). The designation of “temporary” registration 
refers to the fact that registration was granted pur- 
suant to Securities Exchange Act Rule 17Ab2-1. 
Paragraph (c)(1) of that rule provides that, if re- 
quested by an applicant, the Commission may 
grant registration as a clearing agency for 18 
months (or such longer period as the Commission 
provides by order) on the basis of fewer than all of 
the determinations called for by Section 17A(b)(3) 
of the Securities Exchange Act of 1934. Tempo- 
rary registration thus does not refer to the fact that 
NSCC’s registration was subject to four condi- 
tions. The Commission currently is in the process 
of determining whether to grant full registration to 
registered clearing agencies, including NSCC. 
See Securities Exchange Act Release No. 16900 
(June 17, 1980), 45 FR 41920 (June 23, 1980). 
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Thereafter, two subsidiaries of Bradford National 
Corporation (“BNC”) sought review of that order 
before the United States Court of Appeals for the 
District of Columbia Circuit, contending that the 
creation of NSCC had anticompetitive effects that 
frustrated the provisions and policies of the 1975 
Amendments.® One of those subsidiaries, Brad- 
ford Securities Processing Services, Inc. 
(“BSPS”), was a registered clearing agency lo- 
cated in New York City, while the other, Bradford 
National Clearing Corporation (““BNCC”), was the 
facilities manager of NCC. 


In March and April 1978, the Commission held five 
days of hearings to determine why the conditions 
imposed on NSCC’s temporary registration had 
not been satisfied.'° After considering the informa- 
tion presented at those hearings and other rele- 
vant information, the Commission on September 
13, 1978 authorized NSCC to terminate BNCC as 
facilities manager of NSCC’s NCC Division and to 
transfer the processing of OTC transactions from 
that division to NSCC’s SCC Division. However, 
because NSCC had not yet satisfied all of the con- 
ditions to its registration, the Commission required 
NSCC to process transactions in securities listed 
on a national securities exchange (‘‘listed proc- 
essing’) and transactions in securities traded in 
the over-the-counter market (“OTC processing’) 
through separate processing streams."' 





8Shortly thereafter, the two subsidiaries also 
sought review of a Commission order under Sec- 
tion 19(b) of the Act approving two rule changes 
submitted by NSCC as necessary to meet the con- 
ditions imposed by the Commission on NSCC’s 
registration. See Securities Exchange Act Release 
No. 13456 (April 21, 1977), 42 FR 21881 (April 29, 
1977). 


®°Hereinafter, BNC, BSPS and BNCC will be 
referred to collectively as “Bradford.” 


10See generally, Securities Exchange Act Release 
Nos. 14411 (January 25, 1978), 43 FR 4295 (Feb- 
ruary 1, 1978); 14496 (February 23, 1978), 43 FR 
8895 (March 3, 1978); 14648 (April 10, 1978), 43 
FR 16231 (April 17, 1978); and 14728 (May 2, 
1978), 43 FR 19947 (May 9, 1978). 


11Securities Exchange Act Release No. 15143 
(September 13, 1978). 
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Six days later, the United States Court of Appeals 
issued its decision affirming the Commission’s or- 
der granting temporary registration to NSCC.' As 
discussed, however, the court remanded the GPM 
and competitive bidding issues to the Commission 
for further consideration. On September 21, 1978, 
Bradford requested that the Commission, in light 
of the court's decision, withdraw its authorization 
for NSCC to terminate BNCC as facilities manager 
of NSCC’s NCC Division. By letter dated October 
6, 1978, the Commission declined to do so.'* That 
same day, NSCC issued a notice of termination to 
BNCC. 


On receiving NSCC’s notice of termination, 
Bradford filed in the United States Court of Ap- 
peals for the District of Columbia Circuit (i) a peti- 
tion for review of the Commission's decision to au- 
thorize termination of BNCC and (ii) a motion to 
stay the Commission's authorization to terminate 
until the court had acted upon Bradford’s petition 
for review. On October 10, the Court of Appeals is- 
sued an order staying termination of BNCC from 
October 6 until October 17. Within a few days, 
however, Bradford and NSCC entered into a set- 
tlement agreement providing for the termination of 
BNCC. As part of that settlement, Bradford filed a 
motion in the Court of Appeals requesting that the 
Court: (i) withdraw its stay, (ii) dismiss with preju- 
dice Bradford's motion for a stay and (iii) dismiss 
with prejudice Bradford’s petition for review. The 
court subsequently did so. As a result of those ac- 
tions, NSCC was able to complete the transfer of 
OTC processing from its NCC Division to its SCC 
Division in early January 1979. 


On March 14, 1979, the Commission sent a letter 
to NSCC rleasing NSCC from certain restrictions 
on its operations.'* Among the restrictions lifted by 
the Commission was a prohibition against NSCC’s 
processing listed transactions through its branch 





121n the same opinion, the Court affirmed the 
Commission’s order approving two NSCC rule 
changes. 


'3Securities Exchange Act Release No. 15221 
(October 6, 1978). 


14Securities Exchange Act Release No. 15640 
(March 14, 1979), 44 FR 17838 (March 23, 1979). 
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offices.15 The Commission required, however, that 
NSCC process listed transactions through its 
branch offices at a non-geographically mutualized 
price, pending the resolution of the GPM issue by 
the Commission. The Commission also indicated 
that NSCC could not offer other services at geo- 
graphically mutualized prices except to the extent 
already permitted.'® 


By letter dated March 26, 1979, NSCC asked the 
Commission to concur with NSCC’s understanding 
as to what would constitute a non-geographically 
mutualized pricing policy for transactions in listed 
securities processed through its branch offices. 
More specifically, NSCC indicated that, rather than 
developing two sets of fees, one for listed proc- 
essing and one for OTC processing, it would pre- 
fer to impose a surcharge on transactions in listed 
securities processed through its branch offices. 
NSCC continued that it believed that the sur- 
charge should consist of the transportation costs 
incurred for both physical handling of securities 
and for transmitting data to and from its branch of- 
fices. 


By letter dated August 3, 1979, the Commission 
indicated that, in addition to transportation and 
transmission costs, it believed the surcharge 
should include a proportionate share of the total 





1SNSCC’s branch offices were the branch offices 
that had been operated by NCC prior to the merg- 
er. Thus, at the time of the merger, those branch 
offices processed only OTC transactions. After 
NSCC’s registration, the Commission staff re- 
quested, by letter dated August 17, 1977, that 
NSCC limit the processing of listed transactions in 
the branches to a pilot program in Atlanta involv- 
ing one broker-dealer due to the possible ‘“‘ad- 
verse effect [of NSCC’s offering such services] on 
the ability of other registered clearing 
agencies... to compete for the [listed clearing 
business]” prior to the satisfaction of the other 
conditions to its registration. 


16In view of NCC’s long standing policy of offering 
OTC processing at mutualized prices, the Com- 
mission previously had approved NSCC’s continu- 
ation of that policy, pending the resolution of the 
GPM issue. Securities Exchange Act Release No. 
15222 (October 6, 1978), 43 FR 47620 (October 
16, 1978). 
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cost of operating a branch office. The Commission 
also indicated that it believed the surcharge 
should be filed with the Commission as a pro- 
posed rule change pursuant to Rule 19b-—4 under 
the Act.'” In response to the Commission's letter, 
NSCC filed surcharges for each of its branch of- 
fices with the Commission on August 30, 1979 as 
a proposed rule change effective on filing pursuant 
to Section 19(b)(3)(A) of the Act.'® 


On March 14, 1979, the same day that the Com- 
mission lifted the prohibition on NSCC’s proc- 
essing listed transactions through its branch of- 
fices, the Commission also requested that NSCC 
submit written reports on GPM and competitive 
bidding and asked interested persons to examine 
NSCC’s reports and comment on them.'? Because 
NSCC was expected to file its reports shortly 
thereafter, the comment period initially was sched- 
uled to run only for 45 days or until May 1, 1979. 
On May 30, 1979, however, the Commission re- 
opened the comment period until July 27, 1979.2° 
That reopening was granted, in part, because of a 
request from NSCC that the Commission extend 
until June 15, 1979 the time for submission of its 
report on competitive bidding. In addition, the 
Commission also received a number of requests 
from prospective commenters that the comment 
period be reopened. At the close of the comment 
period, the Commission had received ten com- 
ment letters in addition to NSCC’s reports on GPM 
and competitive bidding.21 The Commission also 





'7Securities Exchange Act Release No. 16085 
(August 3, 1979), 44 FR 47422 (August 13, 1979). 


18Securities Exchange Act Release No. 16213 
(September 21, 1979, 44 FR 56082 (September 
28, 1979). 


19Securities Exchange Act Release No. 15640 
(March 14, 1979), 44 FR 17838 (March 23, 1979). 


20Securities Exchange Act Release No. 15882 
(May 30, 1979), 44 FR 33198 (June 8, 1979). 


21The Commission received comment letters from 
the NASD; the Securities Industry Association 
(“SIA”); the Midwest Stock Exchange and the Mid- 
west Clearing Corporation (collectively “Mid- 
west”); Bradford; the Pacific Stock Exchange, the 
Pacific Clearing Corporation and the Pacific Secu- 
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received a report on GPM and competitive bidding 
prepared at Bradford’s request by Professors John 
H. Langbein and Richard A. Posner of the Univer- 
sity of Chicago Law School. 


After the close of the comment period, the Com- 
mission received letters from NSCC responding to 
the comments submitted by Pacific, Midwest and 
Bradford. Attached to NSCC’s response to 
Bradford’s comments were statements on GPM 
and competitive bidding prepared, at NSCC’s re- 
quest, by Professor George A. Hay of the Cornell 
Law School. Because NSCC’s letters and Profes- 
sor Hay’s reports were viewed as helpful in under- 
standing GPM and competitive bidding, the Com- 
mission included them in the public record 
pursuant to Rule 28 of the Commission’s Rules of 
Practice, 17 CFR §201.28.22 


Shortly thereafter, the Commission received a 
supplemental report from Professors Langbein 
and Posner, prepared at Bradford’s request, in re- 
sponse to Professor Hay’s reports. Because the 
Commission believes that Professors Langbein 
and Posner's supplemental report also was helpful 
in understanding GPM and competitive bidding, 
the Commission has included Professors Lang- 
bein and Posner’s supplemental report in the pub- 
lic record pursuant to Rule 28 of the Commission’s 
Rules of Practice. 


Finally, on November 26, 1980, the Commission 
approved proposed rule changes filed by both 
NSCC and BSPS authorizing each clearing agen- 
cy to establish systems for the processing of mu- 
nicipal securities. In approving NSCC’s proposed 





rities Depository Trust Company (collectively “Pa- 
cific’); Lewco Securities Corporation (“Lewco”); 
The Depository Trust Company (“DTC”); Merrill 
Lynch, Pierce, Fenner & Smith Incorporated 
(‘Merrill Lynch’); F.L. Putnam and Co., Inc. 
(“Putnam”); and Pershing and Co. (“Pershing”). 


22Securities Exchange Act Release No. 16486 
(January 14, 1980). Rule 28 of the Commission's 
Rules of Practice, 17 CFR §201.28, allows the 
Commission in its discretion to accept and include 
in the public record comments received after the 
close of the comment period in any case or adjudi- 
cation which is not determined on the record after 
notice and opportunity for hearing. 
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rule change, the Commission required NSCC to 
impose the same surcharge on municipal securi- 
ties transactions processed through its branch of- 
fices as it does on listed transactions processed 
through its branch offices until such time as the 
Commission resolves the issues raised by the 
Court of Apeals in the Bradford decision.?* 


Current Status of NSCC’s Use of GPM 


NSCC currently charges the same fees for proc- 
essing OTC transactions, regardless of whether 
those transactions are processed through its 
branch offices or through its New York City facility. 
Thus, NSCC charges geographically mutualized 
fees for processing OTC transactions. NSCC also 
charges the same fees for processing listed trans- 
actions through its New York City facility as it does 
for processing OTC transactions. However, be- 
cause NSCC levies a surcharge on listed transac- 
tions and municipal securities transactions proc- 
essed through its branch offices, its fees for 
processing listed transactions and municipal secu- 
rities transactions are not geographically mutual- 
ized.24 


Current Status of the NSCC-SIAC Facilities Man- 
agement Contract 


Under the NSCC-SIAC facilities management con- 
tract, SIAC is obligated to charge NSCC no more 
than SIAC’s costs for providing the services 
specified by the contract.25 Furthermore, NSCC 
has the right to monitor all phases of SIAC’s 
NSCC operation and to evaluate the accuracy and 
appropriateness of the cost allocations made by 
SIAC. 


The facilities management contract went into ef- 
fect on December 15, 1976 and has an original 





23Securities Exchange Act Release No. 17343 
(November 16, 1980), 45 FR 80224 (December 3, 
1980). 


24For a further discussion on that surcharge, see 
notes 16-18 supra, and accompanying text. 


25“‘SIAC’s costs” are defined to include (i) SIAC’s 
direct costs in servicing NSCC; (ii) SIAC’s comput- 
er costs in servicing NSCC, and (iii) a proportion- 
ate share of SIAC’s general overhead costs. 
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term of five years, or until December 14, 1981. 
The contract, however, “shall be extended auto- 
matically for an indefinite period thereafter.” At the 
end of the five year period, or at any time thereaft- 
er, either party can terminate the agreement by 
giving six months’ notice. Furthermore, NSCC can 
terminate the contract at any time prior to the end 
of the five year period upon assuming a portion of 
the liabilities with which SIAC would be left as a 
result of the termination.?® 


Upon the termination of the contract, SIAC is obli- 
gated to deliver to NSCC all computer programs 
and other software within SIAC’s possession.?7 
SIAC also is obligated (i) to cooperate with NSCC 
in obtaining any consents necessary to assign cer- 
tain subleases to NSCC (or NSCC’s designee); (ii) 
to use its best efforts to facilitate the employment 
by NSCC (or SIAC’s successor) of officers or em- 
ployees of SIAC who wish to be employed by 
NSCC (or SIAC’s successor); and (iii) to take rea- 
sonable steps to educate NSCC’s (or SIAC’s suc- 
cessor’s) employees in the use of the computer 
software. 


SUMMARY OF THE ORDER GRANTING NSCC 
TEMPORARY REGISTRATION AS A CLEARING 
AGENCY 


Set forth below is a summary of the portions of the 
order granting NSCC temporary registration as a 
clearing agency that are relevant to the issues re- 
manded by the court. The sections of the order 
discussed are (i) the effect of NSCC’s registration 
on broker-dealer competition; (ii) the effect of 
NSCC’s registration on clearing agency competi- 
tion; (ili) the effect of NSCC’s registration on secu- 
rities exchange competition; and (iv) the NSCC- 
SIAC facilities management contract. 


The Effect of NSCC’s Registration on 
Broker-Dealer Competition (pages 
76-79 of the Registration Order, 42 FR 
at 3930-3931) 


The Commission began its discussion of the effect 
of NSCC’s registration on competition among 





26NSCC has had the right to terminate SIAC since 
the second year of the contract. 


27Under the contract, NSCC has title to all 
software. 
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broker-dealers by stating that brokers and dealers 
outside New York City have incurred higher costs 
than have brokers and dealers located in New 
York City, partly because of the high costs to a 
regionally-based broker-dealer of comparing, 
clearing and settling Amex and NYSE transactions 
through ASECC and SCC.2® The Commission be- 
lieved that by expanding and upgrading the NSCC 
branch network and by utilizing GPM, NSCC 
would encourage broker-dealer competition. More 
specifically, the Commission stated that' 


NSCC promises to make available to 
brokers and dealers located outside 
New York City the full range of proc- 
essing operations currently available to 
brokers and dealers located in New 
York City at the same fees paid by New 
York City brokers and dealers.29 


The Commission then discussed the view of the 
Department of Justice and others that NSCC’s ac- 
tivities should be restricted to New York City, ei- 
ther indefinitely or for a fixed period, in order to 
protect regional clearing agencies from the dan- 
gers of competition with NSCC. However, as is 
discussed more fully in connection with the effect 
of NSCC’s registration on clearing agency compe- 
tition, the Commission concluded that NSCC’s op- 
eration of the NCC branch network, subject to the 
four conditions that the Commission was imposing 
on NSCC’s registration, “would not adversely af- 
fect competition among clearing agencies.” The 





28Those costs were the costs of maintaining a 
New York City office or using a correspondent 
broker-dealer. At that time, as a general matter, 
regionally-based broker-dealers could not process 
transactions in securities listed on the NYSE or 
Amex through regional clearing corporations. 


291n discussing the services that NSCC would of- 
fer participants, NSCC’s application stated that 
participant fees would be based on the cost to 
NSCC of providing services. The Commission 
noted, however, that NSCC’s proposed fee struc- 
ture would “enable NSCC participants located out- 
side New York City and relating to NSCC through 
the former NCC branch network to pay the same 
clearing fees as NSCC participants located in new 
York City.” (Registration Order at page 49, 42 FR 
at 3925) 
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Commission also concluded that, even if that con- 
clusion had not been reached, “the encourage- 
ment of competition among brokers and dealers is 
a paramount concern of the Act and represents a 
direct benefit for the investing public.” 


The Commission also discussed why it believed 
competition among clearing agencies must give 
way to competition among broker-dealers: 


The effects of competition among bro- 
kers and dealers are reflected in serv- 
ices provided to, and commissions 
charged, individual and institutional cus- 
tomers. While the levels of those serv- 
ices and commissions are affected by 
clearing and settlement fees, they con- 
stitute a relatively small component of 
the services individual customers re- 
ceive and the commissions individual 
and institutional customers pay. The 
levels of those services and commis- 
sions tend to be affected more signifi- 
cantly and more directly by competition 
among brokers and dealers. According- 
ly, although the maintenance of compe- 
tition among clearing agencies is an im- 
portant statutory objective, when 
balanced against the facilitation of com- 
petition among brokers and dealers, 
clearing agency competition must give 
way to the public interest in maintaining 
the form of competition which most di- 
rectly influences the levels of services 
received and commissions paid by indi- 
vidual and institutional customers. 


The Commission concluded that: 


by narrowing the difference between the 
clearing and settlement costs of brokers 
and dealers located outside New York 
City and the costs of brokers and deal- 
ers located in New York City, [NSCC’s 
consolidated] operations will significant- 
ly facilitate competition among brokers 
and dealers. 


The Effect of NSCC’s Registration on 
Clearing Agency Competition (pages 
79-96, 42 FR at 3931-3434) 


Although not discussed until a later section of the 
registration order, implicit in the discussion of 
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clearing agency competition is the Commission’s 
conclusion that clearance and settlement is not a 
natural monopoly.*° In discussing that conclusion, 
the Commission indicated that, if clearance and 
settlement had been shown to be a natural mo- 
nopoly, the Commission would have had to decide 
whether to use ‘artificial measures” to keep 
competing clearing agencies in business, or 
whether such measures would have led to an in- 
appropriate rise in costs. The Commission con- 
cluded, however, (i) that there is no evidence sug- 
gesting that clearing is a natural monopoly and (ii) 
that ‘the benefits and economic discipline of com- 
petition can be attained in the clearing and settle- 
ment area.” Nevertheless, the Commission re- 
served the possibility that ‘at a future date new 
developments in clearing and settlement opera- 
tions may warrant the performance of all or dis- 
crete portions of those operations by a single, 
cooperative organization.” 


In evaluating the potential for long-term competi- 
tion between NSCC and regional clearing agen- 
cies, the Commission first presented the argument 
that: 


coupled with the revenues NSCC would 
derive from its large New York City- 
based clearing volume, NSCC’s opera- 
tion of the NCC branch network pursu- 
ant to a policy of [GPM] would enable 
NSCC to offer its services through the 
network at prices below the cost of pro- 
viding those services and, possibly, be- 
low the lowest prices the competing 
clearing corporations could offer. 


The Commission noted that, because of that con- 
cern, the Department of Justice, a number of re- 
gional clearing corporations and others had sug- 
gested that NSCC’s operations should be 
restricted to New York City either indefinitely or for 
some fixed period. 


The Commission next presented the arguments in 
support of GPM raised by NSCC and its support- 
ers. One of those arguments was that GPM would 





3°This conclusion is discussed at pages 109-110 
of the order, 42 FR at 3937, as part of the Com- 
mission’s consideration of alternate approaches to 
a national clearance and settlement system. 
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“enable NSCC participants located outside New 
York City to obtain NSCC’s services on the same 
basis as participants located in New York City and 
to benefit from any lower unit costs which NSCC’s 
volume will provide.” (Footnote omitted). Also 
mentioned in support of GPM was the argument 
that GPM would facilitate the “establishment of a 
national [clearance and settlement] system by 
[permitting NSCC to maintain] a more extensive 
branch network than would be possible under a 
non-mutualized policy.” Finally, it was argued that 
precluding NSCC from operating a branch network 
‘would perpetuate the current disadvantages 
which brokers and dealers located outside New 
York City experience through incurring higher 
clearing and settlement costs than brokers and 
dealers whose operations are located in New York 
City.” 


The Commission concluded that, by permitting 
competing clearing corporations to participate in 
the NSCC branch network by paying a proportion- 
ate share of the branches’ operating overhead, the 
“Common Branch Facility Condition” would ena- 
ble “other clearing corporations to compete with 
NSCC in offering services to brokers and dealers 
located outside New York City.” In particular, the 
Commission believed that the condition would per- 
mit regional clearing corporations to do business 
where they would not have the volume to justify 
establishing or maintaining their own branch of- 
fices. At the same time, the Commission believed 
NSCC’s branch offices would enable broker- 
dealers whose business was not sought by region- 
al clearing corporations to receive the benefits of 
NSCC’s_ registration. The Commission also be- 
lieved that restricting NSCC to New York “could 
deprive regional broker-dealers of the benefits of 
[NSCC’s consolidated operations)” and would de- 
prive broker-dealers of clearing corporation com- 
petition. 


The Commission continued its discussion of clear- 
ing agency competition by discussing the three 
other conditions to NSCC’s registration. The “Free 
Interface Condition” would require NSCC to offer 
to establish interfaces with certain clearing corpo- 
rations and would not permit, either NSCC or 
those clearing corporations, to charge so-called 
“interface fees.” The “Remote Comparison Condi- 
tion” would require NSCC to provide, at cost, “effi- 
cient facilities through which a broker can, either 
directly or through an agent, including a registered 
clearing corporation, compare AMEX, NYSE and 
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OTC transactions eligible for comparison at 
NSCC.” The “OTC Comparison Condition” would 
require NSCC to make its computer program for 
OTC comparison available upon request to any 
registered clearing corporation for the perform- 
ance of trade comparison for OTC transactions 
between the registered clearing corporation’s par- 
ticipants. That condition also provided that the 
comparison of OTC transactions between partici- 
pants in two different clearing corporations would 
be performed, either by NSCC or by another clear- 
ing corporation willing to do so, free of charge for 
other clearing corporations. The Commission con- 
cluded that the four conditions to NSCC’s registra- 
tion would provide a “setting in which clearing 
agencies will be able to compete across the coun- 
try in offering one account processing to brokers 
and dealers.” 


The final issue discussed with respect to clearing 
agency competition concerned competition among 
securities depositories. The Commission began by 
noting that depositories provide services that are 
“integrally related” to the clearing corporations to 
which they are operationally linked, as well as 
services that are independent of those clearing 
corporations. The Commission concluded that, to 
the extent depositories and clearing corporations 
are integrally related, depositories would “experi- 
ence the same effects’ from NSCC’s registration 
as would clearing corporations. As discussed, the 
Commission believed that NSCC’s registration, 
subject to the four conditions, would not adversely 
affect clearing corporation competition. 


The Effect of NSCC’s Registration on 
Exchange Competition (pages 97-98, 
42 FR at 3934) 


Because regional stock exchanges historically 
“had shared facilities with their subsidiary clearing 
corporations and had relied on them for revenues 
and the provision of specialized services to ex- 
change members,” concern was expressed during 
the proceedings that ‘“‘NSCC’s establishment 
might have an adverse impact on regional ex- 
changes by impairing the viability of their subsidi- 
ary clearing corporations.”” The Commission con- 
cluded, however, that, because there would be no 
adverse effect on clearing corporations, there like- 
wise would be no adverse effect on the parent ex- 
changes. The Commission added that it neverthe- 
less would ‘‘monitor the effect of NSCC’s 
establishment on clearing agencies, and, in 
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connnection with its responsibilities under the Act, 
[would] continue its current monitoring of the com- 
petitive posture of securities exchanges.” 


The NSCC-SIAC Facilities Management 
Agreement (pages 101-106, 42 FR at 
3935-3936) 


In discussing the NSCC-SIAC facilities manage- 
ment contract, the Commission noted that the De- 
partment of Justice and others believed that the 
NSCC-SIAC facilities management agreement 
was anticompetitive. In contrast, NSCC and its 
supporters believed that the SIAC agreement was 
“an appropriate exercise of business judgment 
made in connection with a realignment of their 
clearing and settlement operations and is intended 
to match clearing-related liabilities with the reve- 
nues necessary to offset them.” Also mentioned 
by NSCC and others in support of the agreement 
was that the retention of SIAC would avoid the 
“possible disruption entailed in transferring ex- 
isting ASECC and SCC clearing operations to a 
new processor and would take maximum advan- 
tage of the planning and other work performed by 
SIAC in connection with the submission of NSCC’s 
application.” (Footnote omitted). 


The Commission then concluded that it: 


has not been persuaded that NSCC 
should be required to expose its facili- 
ties management contract to competi- 
tive bidding. The Act does not compel 
registered clearing agencies to submit 
such agreements to competitive bidding 
and the circumstances of the decision of 
NSCC to retain SIAC do not appear to 
require the Commission to substitute its 
business judgment for that of the NSCC 
board of directors. When, as in this 
case, the Commission has no cause to 
believe that the processor will be unable 
to provide the safeguards and efficien- 
cies required by the Act, a clearing 
agency’s decision to terminate the serv- 
ices of a processor and retain another 
processor, act as its own processor or 
use a Subsidiary or affiliated entity as its 
processor, is an appropriate exercise of 
business judgment, with or without re- 
sort to competitive bidding. 
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The Commission also concluded that: 


In view of the flexibility NSCC will have 
under the Management Agreement, the 
continuity provided by SIAC’s retention 
and the importance of NSCC’s retention 
of SIAC to the accords which have 
made possible the initiative represented 
by NSCC’s establishment, NSCC’s fail- 
ure to resort to competitive bidding does 
not, in the Commission’s opinion, war- 
rant disapproval of NSCC’s application 
or imposition of the substantial delay in 
achieving the advantages of Phase Il 
operations which would be entailed in 
resorting to competitive bidding at this 
time. 


SUMMARY OF THE COURT OF APPEALS’ 
DECISION 


As discussed, on September 19, 1978, the United 
States Court of Appeals for the District of Colum- 
bia Circuit rendered its decision in the Bradford 
case. Although the court affirmed the Commis- 
sion’s decision to grant NSCC temporary registra- 
tion as a clearing agency, it remanded the GPM 
and competitive bidding issues to the Commission 
for further consideration. 


Set forth below are summaries of the relevant 
portions of the Bradford decision. The parts of the 
decision discussed are: (i) the role of competition 
in the national clearance and settlement system; 
(ii) the affirmance of NSCC’s registration; and (iii) 
the remand. 


The Role of the Competition in the Na- 
tional Clearance and Settlement Sys- 
tem (590 F.2d at 1104-1105) 


In discussing the role of competition in the national 
clearance and settlement system, the court found 
that competition was not one of the objectives of 
the national system but rather was only one of a 
number of factors for which the Commission must 
have due regard in achieving those objectives. At 
the same time, the court noted that under Section 
17A(b) of the Act no clearing agency may be reg- 
istered if its rules impose any burden on competi- 
tion not necessary or appropriate in furtherance of 
the purposes of the securities laws. 
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The court concluded that this statutory scheme did 
not, as Bradford argued, “charge the [Commis- 
sion] with enforcing the antitrust laws or at least 
with avoiding any unnecessary anticompetitive 
consequences.” Rather, the court indicated that 
the Act: 


only requires the Commission to decide 
that any anticompetitive effects of its ac- 
tions are “necessary or appropriate” to 
the achievement of its objectives. In 
fact, Congress—responding to importu- 
nities by the Justice Department— 
explicitly refused to include a ‘“‘least 
anticompetitive’ requirement in the 
1975 legislation. Competition was sim- 
ply not to “become paramount to the 
great purposes of the [1934] Act ....” 
(Emphasis in original; citation and foot- 
note omitted.) 


The court next concluded that: 


to the extent that the legislative history 
provides any guidance ... it merely re- 
quires the [Commission] to “balance” 
[competitive] concerns against all oth- 
ers that are relevant under the statute. 
Accordingly, only if some action’s 
anticompetitive impact outweighs in im- 
portance the product of the 1975 
Amendments’ other objectives and the 
likelinood that action will achieve those 
objectives, is the Commission §prohib- 
ited from taking that action.* 


Affirmance of NSCC’s Registration (590 
F.2d at 1106-1110) 


The court then addressed Bradford’s contention 
that ‘the anticompetitive impact of NSCC’s 





31The court thus agreed with the Commission’s 
conclusion that it was not required to follow the 
lease anticompetitive standard. In the order 
granting NSCC registration as a clearing agency, 
the Commission concluded that it was required to 
view competition in the context of the Act as a 
whole and that burdens on competition are accept- 
able when necessary or appropriate to further the 
purposes of the Act. (Registration Order at page 
54, 42 FR at 3926) 
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operaton outweighs the beneficial effects thereof, 
and accordingly that registration should have been 
denied in favor of [Commission] efforts to put into 
operation an alternative approach proposed by 
[Bradford] and endorsed by the Justice Depart- 
ment.” 


After describing Bradford’s alternative plan for a 
national clearance and settlement system,°? the 
court refused to compare the relative benefits and 
detriments of the Commission’s and Bradford’s 
plans. Rather, the court held that: 


even if the SEC could have struck a bet- 
ter balance in favor of achieving the 
Act’s goals and against anticompetitive 
impacts, its decision passes statutory 
muster so long as the former achieve- 
ments—by whatever margin—outweigh 
the latter impacts. Stated differently, our 
task is not to decide whether the Com- 
mission made the ‘right’ (or least 
anticompetitive) decision—or the one 
that this court might have made were it 
charged with doing so—but rather 
whether the Commission’s decision falls 
within the boundaries of its broad au- 
thority. We think that, in its basic 
outlines, [the Commission’s plan] meets 
this test. (Footnote omitted.)%° 





32Bradford’s plan was that NCC would not be a 
party to the merger. Rather, NCC, with BNCC as 
facilities manager, would attempt to compete with 
the merged SCC-ASECC entity. This approach to 
a national clearance and settlement system was 
referred to as ‘Model Il.” While the Commission 
had considered the possibility of SCC-ASECC 
competing with NCC, the Commission ultimately 
rejected that approach in favor of NSCC’s regis- 
tration because NSCC’s establishment was 
viewed as the speedier, more efficient route to a 
national clearance and settlement system. (Regis- 
tration Order at pages 107-108, 42 FR at 3936.) 


33Earlier in the decision, in discussing the regis- 
tration process for clearing agencies, the court in- 
dicated that rather than mandating an adjudicatory 


procedure, “Congress made the [registration] 
process distinctly legislative in nature.” The court 
continued that the quasi-legislative nature of the 
registration process is further indicated “by the 
fact that judicial review of the SEC’s decision, 
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In reaching that conclusion, the court first dis- 
cussed the benefits that the Commission believed 
would flow from NSCC’s registration. Those bene- 
fits were that (i) NSCC’s registration would be a 
“first important step” toward achievement of a na- 
tional clearance and settlement system, a step 
that was a prerequisite to the early achievement of 
a national market system; (ii) there would be sig- 
nificant cost savings incident to the combination of 
three New York City-based clearing agencies into 
one and the consequent discontinuation of unnec- 
essary operations; (iii) NSCC had the technologi- 
cal and financial capacity to make a substantial 
contribution to the establishment of a_ national 
clearance and settlement system; and (iv) the 
merger would significantly improve competition 
between broker-dealers. Against those benefits, 
the court weighed the “admitted monopolistic po- 
tential” of the merger. 


After stating that the “evils generated by unregu- 
lated aggregation of economic power need not be 
reiterated here,” the court indicated that “the SEC 
paid close attention to these evils and to NSCC’s 
susceptibility thereto.” The court continued that 
“[rjather than downplaying these problems, the 
Commission has taken one step and promised to 
take another that together, it believes, will alleviate 
the problems sufficiently so that they do not out- 
weigh the benefits of registration.” 


The step that “the Commission has taken” was a 
reference to the four conditions on NSCC’s regis- 
tration. The step that the Commission “promised 
to take” was: 


to monitor the actual anticompetitive ef- 
fects of NSCC operations to make sure 
that its four conditions are being effec- 
tuated and will have their desired im- 
pact, and, generally, to assure that reg- 
istration has occasioned no 
“unnecessary or inappropriate burdens 
on competition.” If necessary, the Com- 
mission will even consider “revoking 
NSCC’s registration,” ‘“[uJndoing the 

. combination” already effected dur- 





while controlled by the ‘substantial evidence’ rule 
in its factual aspects, is otherwise left unspecified, 
and, therefore, is apparently limited to review for 
arbitrariness, caprice and abuse of discretion.” (ci- 
tations omitted; 590 F.2d at 1093.) 
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ing Phase |, and adopting some plan 
similar to Model 11.44 (Quoting the Reg- 
istration order at page 81, 42 FR at 
3931; footnote omitted.) 


The court continued that by taking those two steps 
the Commission assumed: 


it could keep the anticompetitive debits 
to a minimum, while incurring only mod- 
erate regulatory costs, and that those 
debits and costs would not overcome 
the substantial benefits of registration. 
On the assumption that the SEC will in- 
deed take the second step, if necessa- 
ry, we find these two steps sufficient to 
justify the Commission’s conclusion that 
the benefits of registering NSCC out- 
weigh the anticompetitive and regula- 
tory costs thereof. (Citation omitted.) 


The Remand (590 F.2d at 1111-1114) 


The court next addressed Bradford’s contention 
that: 


even if the Commission was within its 
discretion in finding that the benefits of 
registering NSCC generally outweigh 
the anticompetitive impact thereof, as to 
[GPM and competitive bidding] it mis- 
calculated those benefits and impacts. 





34In discussing its decision to grant NSCC tempo- 
rary registration as a clearing agency, the Com- 
mission indicated that it was: 


comforted by the realization that it may, 
if necessary, substantially modify or re- 
verse that decision. Should the results 
of the Commission’s monitoring dis- 
close the evolution of relationships 
among clearing and settlement entities 
and participants in the clearing and set- 
tlement process which indicate the need 
for new or different approaches to the 
registration of clearing agencies, the 
Commission will undertake appropriate 
action pursuant to its authority under 
the Act. (Registration order at pages 
111-112, 42 FR at 3937) 
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In both cases, [Bradford] argue[s], the 
SEC should have conditioned registra- 
tion on NSCC’s deletion of the offending 
aspects of its plan. 


The court disagreed with Bradford’s contention 
that “the Commission’s asserted errors in as- 
sessing and balancing the benefits and impacts of 
[GPM and competitive bidding] are grievous 
enough on their face to invalidate registration ab- 
sent imposition of the conditions requested by 
[Bradford].” The court, however, found “insuffi- 
cient the Commission’s explanation of its conclu- 
sions in these two limited instances,” and, accord- 
ingly, “remand[ed] both for further study and 
explication.” 


With regard to the GPM issue, the court stated 
that the “justification for GPM appears to contra- 
dict other parts of the Commission’s analysis of 
NSCC’s plan.” More specifically, the court men- 
tioned that the Commission “believes that compe- 
tition between NSCC and the regional [clearing 
agencies] is achievable, and worthy of ... encour- 
agement ....” The court stated that, “the Com- 
mission relied in part on this competition in 
arguing that the over-all anticompetitive effects of 
NSCC’s plan were not so large as to outweigh its 
benefits.” 


The court continued, however, that: 


the rationale behind GPM appears to be 
that regional competition between 
NSCC’s branches and the local [clear- 
ing agencies will not push regional 
prices down enough to make them com- 
petitive with New York prices, and, 
therefore, that NSCC, in order to aid its 
participant-regional brokers and to aid 
itself in obtaining those brokers’ partici- 
pation, must be permitted to set region- 
al prices below cost, and, presumably, 
to price its competitors out of the mar- 
ket.35 (Footnote omitted.) 





35The court also stated that the ‘shared branch 
condition” did not appear to adequately address 
the competitive concerns raised by NSCC’s use of 
GPM. The court noted that, while a competitor of 
NSCC that chose to join in the operation of a 
branch office would have to charge fees sufficient 
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The court continued that the registration order 
thus: 


apparently relied on two benefits of 
NSCC registration that cannot coexist: 
either NSCC’s plan and the four condi- 
tions will allow and even foster regional 
competition among clearing agencies, 
or, through GPM, it will provide local 
brokers who participate in NSCC with a 
subsidy that allows them to operate at 
the same levels of cost and service as 
New York brokers. (Emphasis in origi- 
nal.) 


The court concluded by stating that it was re- 
manding the GPM issue to the Commission: 


for a better explanation, if one exists, of 
how GPM may be utilized without 
thwarting regional competition. Failing 
that, the Commission must either condi- 
tion registration on NSCC’s abandon- 
ment of GPM, or at least convincingly 
conclude that the loss of regional com- 
petition engendered by GPM will not up- 
set the favorable balance of benefits 
and anticompetitive effects that it origi- 
nally calculated on the assumption that 
such competition would exist.6 


As for the competitive bidding issue, the court be- 
gan by indicating that NSCC’s parent organiza- 





FOOTNOTE, Continued 


to recover its proportionate share of the branch’s 
expenses, NSCC would not have to charge fees to 
cover its share of those expenses “because it can 
recover part of those expenses from the mutual- 
ized (i.e., and artifically high) price it charges its 
New York participants.” 


361m remanding the GPM issue, the court also 
mentioned the Commission’s March and April 
1978 hearings into a national clearance and settle- 
ment system and noted that one of the issues dis- 
cussed in those hearings was NSCC’s use of 
GPM. The court continued that the remand should 
not interfere with those hearings, and, “[iJn fact, 
we expect that on remand the Commission will 
make full use of any new data it has gathered on 
the subject pricing mechanism.” 
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tions (the NYSE, Amex and NASD) had rejected 
Bradford’s offer to bid against SIAC for NSCC’s fa- 
cilities management contract and that Bradford, 
with the support of the Department of Justice, had 
argued before the Commission that NSCC should 
be forced to put its facilities management contract 
out for competitive bids. The court continued that 
“[t]he Commission chose not to force NSCC to 
open up the [facilities management] contract for 
competitive bidding—a decision we do not find in- 
herently unsupportable.” The court remanded the 
issue, however: 


because of the [Commission's] reason- 
ing for this particular decision—that, so 
long as SIAC’s ability to assure safe, 
accurate, and efficient clearing services 
is not in doubt, NSCC’s choice of that 
facilities manager is not of statutory 
concern and is a matter for the exercise 
of NSCC’s “business judgment.” Or, as 
the Commission framed the argument in 
its brief, the statute regulates clearing 
agencies, “not data processors.” (Cita- 
tions omitted.) 


The court continued that “[t]he result of such an 
analysis, of course, is to shield NSCC’s choice of 
manager from the 1975 Amendments concern for 
competition.” 


The court then found that the regisration order it- 
self contained a “simple answer’ to the Commis- 
sion’s argument. After quoting language from the 
registration order which referred to SCC, ASECC 
and NCC as “shell corporations,” and stating that 
the extensive processing operations were fur- 
nished by facilities managers, the court stated 
that: 


Without the ability to scrutinize NSCC’s 
choice of manager processor in the full 
light of the Act’s objectives and require- 
ments, therefore, the Commission's 
“broad powers [to act in a] bold and ef- 
fective manner to facilitate the rapid de- 
velopment of a nationwide system for 
processing securities transactions,” 
would amount to nothing more than the 
ability to regulate “shell corporation|s]” 
while leaving the “extensive” operations 
that actually “accomplish clearance” 
beyond its reach. (Citation omitted.) 
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After noting that the Commission found that SIAC 
would “provide the safeguards and efficiencies re- 
quired by the Act ...,” the court held that: 


the Commission offered no reason, and 
we can think of none, that explains why 
NSCC’s manager-processor decision 
must further two objectives of the Act 
(safety and efficiency) but not a third 
objective (competition). 


The court continued that: 


The proper test, it seems to us, is 
whether any exercise of “business judg- 
ment” by a clearing agency may affect 
the realization of the national clearing 
agency envisioned by Congress—i.e., 
one that is safe, efficient, and and com- 
petitive. By the Commission’s own 
admission, a faciilities manager is, in 
substance, the clearing agency. Conse- 
quently if one such processor (SIAC) is 
offered an opportunity by a clearing 
agency “shell” that is not available to 
any other processor (whether it be 
BNCC or one controlled by the regional 
clearing agencies), the impact on com- 
petition and new entry in the industry- 
—and thus the nexus to statutory 
authority—is manifest.3”7 (Emphasis in 
original.) 


The court then stated that the Commission had 
failed to consider the competitive implications of 
NSCC’s selection of SIAC as its facilities manager 
without competitive bidding, and: 





37In a footnote, the court discussed several bene- 
fits that could have resulted from NSCC’s offering 
its facilities management contract for competitive 
bidding. Those benefits were that (i) Bradford 
could have outbid SIAC and managed NSCC more 
efficiently; (ii) even if Bradford had not outbid 
SIAC, the competitive process could have 
“squeeze[d] extra increments of efficiency” out of 
SIAC; and (iii) “the opportunity to bid on such a 
big contract at set intervals would encourage other 
Clearing agencies to improve and expand their op- 
erations and might even spur new entry of the type 
that Congress credited with the most significant 
[recent] advances in the clearing industry.” (Cita- 
tion omitted.) 
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Accordingly, on remand the SEC should 
consider whether the SIAC contract has 
anticompetitive impacts, and if so, 
whether they are justifiable in terms of 
the overall balance of benefits and 
anticompetitive impacts that it otherwise 
has calculated in a salutory manner. 
(Footnote omitted.) 


Finally, the court concluded that: 


the case is remanded for further explo- 
ration of whether [GPM and competitive 
bidding] are consistent with the 1975 
Amendments’ admonition that anticom- 
petitive impacts not outweigh other 
regulatory benefits. 


CONSIDERATION OF GPM 
Arguments Presented by the Commenters 


The arguments presented by the commenters cen- 
tered on three principal areas: (i) whether GPM is 
a sound economic policy; (ii) the effect of GPM on 
regionally-based broker-dealers; and (iii) the effect 
of GPM on regional clearing agencies. 


(i) GPM as a Sound Economic Policy 


The Arguments in Favor of GPM—NSCC, the 
NASD and the SIA argued that GPM does not re- 
sult in a subsidy from New York-based broker- 
dealers to regionally-based broker-dealers and 
thus is not a predatory pricing policy. More specifi- 
cally, they argued that the projected revenues 
from an NSCC branch office would have to equal 
projected costs of that branch office or the branch 
would not be opened. They also agreed that, if an 
operating branch becomes cost ineffective, it 
would be closed, or the prices at that branch 
would be raised to cover costs.°® 





38The NASD cited testimony and statements from 
the 1976 and 1978 Commission hearings in sup- 
port of the argument that the revenues from a 
branch office would have to cover “incremental 
costs” of operating the branch office. NSCC, in its 
initial submission, and the SIA did not define ex- 
plicitly the types of costs and revenues to which 
they were referring, however. 
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NSCC also argued that, because of the best exe- 
cution requirement, broker-dealers cannot take 
into account the location of another broker-dealer 
in attempting to achieve the best execution of a 
purchase or sale. NSCC continued that, as a re- 
sult, New York City-based broker-dealers and 
regionally-based broker-dealers trade with each 
other regularly, and that those trades result in cer- 
tain distance related clearing costs, such as trans- 
portation and communication costs. NSCC further 
argued that, because both parties to the trade are 
equal beneficiaries of the clearance and settle- 
ment services, it is inappropriate to throw all those 
distance-related charges on the regionally-based 
broker-dealer due to the happenstance of its loca- 
tion.%9 


Next, NSCC and the NASD argued that in a 
continous net settlement (“CNS”) system it would 
be inappropriate to bill participants based on loca- 
tion because the identities of the parties to an indi- 
vidual trade are irrelevant once that trade is com- 
pared.*° They also argued that GPM has a long 
history of use in other areas of the securities in- 
dustry. NSCC cited as examples the fees of the 
Composite Tape Association, Bunker Ramo, GTE 
Information Services, Quotron and NASDAQ Sys- 
tems services. 





38NSCC also argued that GPM is the only pricing 
policy that is an equitable allocation of fees, as re- 
quired by the Act. 


40Professor Hay, on behalf of NSCC, argued that 
it is impractical to charge each participant the ac- 
tual cost of processing transactions because, if for 
no other reason, in a CNS system, the contra 
party to a trade may be netted out before clear- 
ance charges are imposed. Hay continued that, as 
a result, NSCC should use one of two pricing poli- 
cies, either GPM or a surcharge on clearing 
through NSCC’s branch offices. As discussed be- 
low, Professor Hay indicated that in a system such 
as NSCC’s, where there is a large body of com- 
mon costs, GPM is appropriate. If NSCC’s system 
did not have a large body of common costs, how- 
ever, Professor Hay believes that a surcharge 
would be more appropriate because regionally- 
based broker-dealers would be responsible, on av- 
erage, for more distance related costs than New 
York City broker-dealers. 
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The Arguments Against GPM—Midwest, Persh- 
ing, Bradford and Professors Langbein and 
Posner argued that GPM is anticompetitive, 
below-cost pricing.*1 More specifically, they ar- 
gued that NSCC’s statement that the branch of- 
fices are cost justified is incorrect. They continued 
that because NSCC admits that it costs more to 
clear through branch offices, and because NSCC 
would charge the same prices in both New York 
City and the branch offices, GPM necessarily re- 
sults in a subsidy.42 


Midwest also took issue with NSCC’s argument 
that GPM was a proper allocation of clearing 
costs. Midwest indicated that, as long as NSCC is 
not a monopoly, each side to a trade can choose 
from a number of alternatives the specific means 
through which it processes its side of a transaction 
(e.g., NSCC, a regional clearing agency or a cor- 
respondent). Midwest continued that, because 
each side to the trade has the opportunity to adjust 
its own clearing costs without directly affecting the 
clearing costs of the contra side to the trade, it 
makes no sense to talk about allocating fixed 
costs. 





41DTC argued that the case for GPM is strong with 
regard to a clearing corporation that processes 
OTC transactions among broker-dealers located at 
a distance from one another. DTC indicated that in 
that case, each party to a trade benefits equally 
from the geographic costs and that the allocation 
of small interregional cost differences among par- 
ticipants does not seem worthwhile. DTC, howev- 
er, continued that a securities depository serves a 
more heterogeneous group of participants and that 
many participants never benefit, or benefit only 
slightly, from services whose cost is mutualized. In 
such circumstances DTC believes cost-based fees 
are more appropriate. 


42In addition, Midwest argued that, even if GPM is 
above-cost pricing, there is legal authority that a 
firm’s intent and market power should be exam- 
ined along with the relationship of price to margin- 
al cost and that, if GPM drives competitiors out of 
the market, it couldd be considered predatory 
pricing even if it is above-cost pricing. Midwest 
cited the Report to the President and Attorney 
General of the Natioonal Commission for the Re- 
view of Antitrust Laws and Procedures (Janu- 
ary 22,1979). 
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Midwest and Pershing argued that NSCC’s partici- 
pants who have both New York City and regional 
offices could decide to access NSCC through the 
higher cost, identically-priced branches rather 
than through New York City. This, they argued, 
would allow those participants to “mutualize” a 
portion of their back-office costs and save them- 
selves money while increasing NSCC’s costs. 
Pershing continued that, if NSCC stayed out of the 
headquarters cities of the regional clearing 
agencies for political reasons (to blunt GPM’s 
competitive impact), GPM would make less sense, 
because, by ignoring the higher volume areas, 
NSCC would only be increasing the subsidy pro- 
vided to regionally-based broker-dealers. 


Midwest and Professors Langbein and Posner ar- 
gued that, contrary to NSCC’s contention that lo- 
cation is “happenstance,” location is a conscious 
business decision made by a broker-dealer and 
that a decision to locate outside of New York City 
has both positive (proximity to regional clientele) 
and negative (distance from market centers) ef- 
fects. 


Finally, Midwest argued that GPM does not guar- 
antee broker-dealers low prices, only uniform 
prices, which may be uniformly high if NSCC is in- 
efficient. 


NSCC’s and Professor Hay’s Rebuttals—lin re- 
sponse to the contention that GPM is below-cost 
pricing, Professor Hay and NSCC argued that, 
when there is a large component of common costs 
such as in NSCC’s system, the appropriate test for 
whether an additional customer should be serv- 
iced is whether the revenues generated by that 
customer are greater than the costs of servicing 
that customer. As a result, if the revenues derived 
from a branch office cover the branch’s incremen- 
tal costs and contribute something toward the 
common costs of NSCC, there is no subsidy be- 
cause the total charges to the New York-based 
participants would be higher without the branch of- 
fices. They continued that NSCC planned to use 
GPM only when the revenues from a branch office 
exceeded the incremental costs of that office.4? 





43Professor Hay stated that, when determining 
whether a branch is generating revenues that cov- 
er its incremental cost, NSCC should count only 
the revenues produced by participants that initially 
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Professor Hay continued, however, that even if 
GPM is a “subsidy,” it is justified because, without 
GPM, regionally-based broker-dealers may remain 
outside the national clearing system and that their 
absence would impose significant ‘external costs” 
on participants in the national system. 


NSCC next maintained that, contrary to Midwest’s 
argument, there are costs to allocate in inter- 
regional trades, regardless of which method a 
broker-dealer uses to clear those transactions. 
NSCC claimed that those costs are the “extra” 
costs inherent in interregional trades—the trans- 
portation and communication costs. NSCC contin- 
ued that, if a broker-dealer chooses to use an 
NSCC branch office, GPM is a rational method to 
recover those extra costs. 


NSCC next iterated its position that a broker- 
dealer’s location is ‘happenstance.’ NSCC 
agreed with Midwest and Bradford that location 
and choice of clearing operations are based par- 
tially on costs. NSCC, however, argued that the 
largest share of operational costs comes from 
customer-side activity and that, since it is difficult 
to split customer-side from street-side operations, 
the location of a broker's operations is dictated by 
the location of its customer business. Thus, NSCC 
argued, it is appropriate to speak of the “happen- 
stance” of a broker-dealer’s location. 


NSCC also agreed with Midwest and Pershing that 
GPM may allow regionally-based broker-dealers to 
close their New York City offices and access 
NSCC through the branches. NSCC argued, how- 
ever, that this would allow regionally-based 
broker-dealers to eliminate expensive New York 
City offices and reduce the overall cost of clearing 
in the securities industry although NSCC’s costs 
admittedly would increase. NSCC further agreed 
that GPM has nothing to do with the overall cost of 
clearing. NSCC contended, however, that other 
factors keep its overall costs low. NSCC argued 
that its participant board has an incentive to keep 
costs low, and that competition, including the pos- 
sibility of new entry, keeps costs low. 





join NSCC’s system through a branch office. Be- 
cause it would not be additional revenue for 
NSCC, Professor Hay did not believe it would be 
appropriate to include the revenues produced by 
NSCC participants that shifted their clearing oper- 
ations from New York City to a branch office. 
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NSCC next took issue with Midwest's argument 
that pricing need not be below cost to be predato- 
ry. Citing a number of cases, NSCC argued that 
Midwest’s authority for this proposition (what it 
referred to as a “mild criticism’ of the accepted 
rule by the National Commission for the Review of 
Antitrust Laws and Procedures) had not been sup- 
ported in later case law. Even accepting Midwest's 
standard for predatory pricing, however, NSCC 
contended that, because its intent—to allocate 
costs equitably—is laudatory, it is in compliance 
with that proposition. 


Professors Langbein and Posner’s Surrebut- 
tal—Professors Langbein and Posner responded 
to NSCC’s and Hay’s defense of GPM by agree- 
ing, in theory, that a pricing policy that recovers 
marginal cost is not below-cost pricing. They gave 
three reasons, however, why the Commission 
should not uphold GPM on this theory. First, they 
contended that it is difficult to measure marginal 
costs, and NSCC’s data were not verified. Second, 
they argued that the incremental cost theory is 
controversial and the Commission may not want to 
rely on it. Finally, they believe that first considering 
this new theory at a point so late in the proceed- 
ings may raise due process questions. 


(ii) The Effect of GPM on Regionally-Based 
Broker-Dealers 


The Arguments in Favor of GPM—NSCC, the 
NASD, Merrill Lynch, Lewco and Putnam believe 
that GPM would have a positive effect on 
regionally-based broker-dealers. They argued that 
GPM would minimize clearing costs as a competi- 
tive factor by equalizing the clearing costs of 
regionally-based broker-dealers with New York 
City broker-dealers. While conceding that clearing 
is a small percentage of a national broker-dealer’s 
cost, they argued that it is a relatively larger per- 
centage of a regionally-based broker-dealer’s 
costs and that the lower clearing costs engen- 
dered by GPM would greatly benefit regionally- 
based broker-dealers. In support of its contention, 
the NASD cited its submissions to the Commission 
at the 1976 hearings and testimony and submis- 
sions of broker-dealers at those hearings. NSCC 
also argued that GPM, along with the shared 
branch condition, would allow NSCC and the re- 
gional clearing agencies to offer a more extensive 
branch network, thus servicing more regionally- 
based broker-dealers. 
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The Arguments Against GPM—Midwest, Bradford 
and Pershing argued that GPM would not neces- 
sarily have a positive effect on regionally-based 
broker-dealers. Midwest indicated that any pricing 
schedule, NSCC’s included, invariably discrimi- 
nates on some basis, and that GPM would not 
change that situation. Midwest continued that re- 
gional clearing agencies are necessary as an 
alternative for those broker-dealers against whom 
NSCC’s pricing schedule discriminates. Midwest 
concluded that, if GPM results in eliminating 
competing clearing agencies, GPM could signifi- 
cantly harm broker-dealer competition—that is, 
broker-dealers against whom NSCC’s pricing 
schedule discriminates would have no alternative 
to NSCC. 


Midwest argued that, even if GPM has some bene- 
fits for broker-dealers, there is no guarantee that 
NSCC would continue to use GPM if it achieves a 
monopoly. Midwest continued that, if NSCC were 
to achieve a monopoly, it is likely that New York- 
based broker-dealers would push to eliminate the 
‘“subsidy.’’ Midwest also argued that, if the 
prupose of GPM is taken seriously (that is, provid- 
ing New York City-level clearing a New York City 
prices to regionally-based broker-dealers), NSCC 
would have an obligation to the regionally-based 
broker-dealers to establish branches wherever re- 
quested, and NSCC should not be able to deny its 
services at a mutualized price to any broker-dealer 
requesting such service, regardless of location 
and regardless of whether a branch's costs will 
cover expenses. Finally, Pershing argued that 
GPM would harm correspondent broker-dealers by 
allowing the correspondent’s client base, region- 
ally-based broker-dealers, access to NSCC’s serv- 
ices at a subsidized price. 


NSCC’s Rebuttal—NSCC argued that Midwest did 
not really challenge the fact that GPM will promote 
broker-dealer competition. NSCC continued that 
what Midwest did argue was that, because GPM 
will not cause all broker-dealers to be treated iden- 
tically, given the varying mix of business among 
different firms, iit is possible that NSCC’s pricing 
schedule, despite GPM, could harm broker-dealer 
competition. NSCC claimed that such an unsub- 
stantiated possibility in no way detracted from the 
Commission's fully-supported findings on that is- 
sue in NSCC’s registration order. NSCC next ar- 
gued that it is deeply committed to GPM and 
would not abandon it in the future. NSCC also 
noted that the Commission would have review 
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power over any decision concerning changes in its 
fees. Finally, NSCC challenged Midwest's claim 
that NSCC had an obligation if it used GPM to es- 
tablish branch offices wherever requested, regard- 
less of cost. NSCC argued it would be absurd to 
require branch offices where clearing could be ef- 
fected more economically via other means. 


(iii) The Effect of GPM On Regional Regional 
Clearing Agencies 


The Arguments Against GPM—Midwest, Bradford 
and Pacific argued that GPM would have an 
anticompetitive effect on regional clearing agen- 
cies. More specifically, Midwest and Pacific ar- 
gued that there is no greater threat than below- 
cost pricing by the dominant competitor. Pacific 
argued that GPM endangers not only the regional 
clearing agencies but, because of the revenues 
produced by the clearing agencies, it endangers 
the entire regional complex. Bradford, quoting the 
Court of Appeals, argued that the “shared branch 
condition” would not alleviate the anticompetitive 
effect of GPM on regional clearing agencies be- 
cause NSCC’s revenues would not have to equal 
its costs—that is, it could subsidize its portion of a 
shared branch office’s cost with its New York City 
volume. 


The Arguments in Favor of GPM—NSCC, Lewco, 
the NASD, Merrill Lynch and Professor Hay ar- 
gued that GPM would not necessarily have a neg- 
ative impact on regional clearing agencies. NSCC 
argued that Midwest’s and Pacific’s prosperity, 
since NSCC’s registration, undermines those 
clearing agencies’ contention that GPM will result 
in their ruination. NSCC continued that since its 
registration it has been offering services with re- 
spect to OTC securities at mutualized prices with- 
out any apparent adverse effect on the regional 
clearing agencies. NSCC, and NASD and Lewco 
argued that the focus of clearing agency competi- 
tion is not only price, of which GPM is only one 
component, but other factors, such as unique local 
services, local loyalties, capability of systems, and 
reliability. NSCC also fashioned an argument from 
Midwest's claim that any pricing policy discrimi- 
nates against someone and that regional clearing 
agencies are necessary to provide an alternative 
to those broker-dealers against whom NSCC’s fee 
structure discriminates. NSCC argued that Mid- 
west is actually referring to product differentiation, 
and that product differentiation prevents a single 
factor, such as GPM, from being a significant fac- 
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tor in clearing agency competition.** Merrill Lynch 
contended that technological adances in clearing 
could reduce the revenues to be derived from pro- 
viding clearing services to negligible proportions, 
so it makes little economic sense to stimulate arti- 
ficially a type of competition for which no econom- 
ic incentive could exist. Professor Hay argued that 
other aspects of NSCC’s registration, such as free 
interfaces, more than outweight any anticompeti- 
tive effects of NSCC’s registration. Finally, NSCC 
argued that all clearing agencies should use GPM 
because GPM, when meshed with the shared 
branch condition, would increase the branch sys- 
tem by allowing branches in marginal locations 
and thus would increase the net return to all clear- 
ing agencies. 


Discussion 


In analyzing GPM, the Commission has focused 
on two general issues. First, the Commission has 
considered whether GPM is an equitable alloca- 
tion of fees, as required by Section 17A of the Act. 
Second, the Commission has considered the com- 
petitive considerations of NSCC’s use of GPM. 
The Commission has concluded that GPM is an 
equitable allocation of fees and that NSCC’s use 
of GPM is appropriate. 


(i) GPM as an Equitable Allocation of Fees 


There are a variety of ways in which NSCC, or any 
clearing agency, can recover the costs of provid- 
ing services to participants remote from its central 
facility. For example, NSCC could charge each 
participant the fully-allocated cost of processing 
each trade. Or, in addition to charging a fee based 
on the costs common to processing all transac- 
tions, NSCC could impose a surcharge on partici- 





44The NASD also argued that the competitive 
problems of the regional clearing agencies were 
not rooted in GPM but were caused, in part, by the 
loss of regionally-based broker-dealers and com- 
petition from correspondent broker-dealers which 
brought their business to NSCC. The NASD con- 
tinued that GPM would help alleviate the former 
concern by strengthening the posture of region- 
ally-based broker-dealers. The NASD also be- 
lieved that the regional clearing agencies could 
benefit by offering correspondent broker-dealers 
more attractive packages. 
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pants processing transactions through a branch 
office. That surcharge would reflect the additional 
cost to NSCC of processing transactions through a 
branch office. Alternatively, NSCC could mutualize 
throughout its fee structure the additional costs of 
processing transactions through its branch offices, 
i.e, NSCC could utilize GPM. 


NSCC has chosen to utilize GPM. In its application 
for registration as a clearing agency, NSCC indi- 
cated that a participant would be charged the 
same fees for the same services, regardless of a 
participant's location. Subsequently, in response 
to the Commission’s request for comments on 
GPM, NSCC defined more precisely what it meant 
by the term “GPM.” In brief, NSCC explained that 
it would operate a branch office only as long as 
the branch office produces revenues sufficient to 
cover the costs of operating the branch Office. 
NSCC continued that as long as the revenues 
generated by a branch office exceed the costs of 
operating the branch office, GPM is not below-cost 
pricing. In addition, NSCC explained, because any 
revenues which exceed the operating costs of the 
branch would go toward reducing overall fees, 
including the fees paid by NSCC’s New York City- 
based participants, GPM would not result in New 
York City-based participants’ subsidizing 
regionally-based participants.*5 


For a number of reasons, the Commission has 
concluded that GPM is an equitable allocation of 
dues, fees and other charges as required by Sec- 
tion 17A of the Act. First, the Commission notes 
that there is support for GPM in economic 
theory.46 As discussed, even Bradford’s econo- 





45Because NSCC has stated that it will use GPM 
only if the revenues generated by a branch office 
exceed the costs of operating that branch office, 
that is the only application of GPM that the Com- 
mission is addressing at this time. The Commis- 
sion has not addressed whether GPM would be an 
equitable allocation of fees if revenues did not 
cover costs. 


46See, e.g., Faulhaber, “Pricing in Public Enter- 
prises,’ 65 American Economic Review 966 
(1975) and Aeronautical Radio, Inc. v. Federal 
Communications Commission, Nos. 77-1333, 
77-1521, 77-1544 and 78-1268 (D.C. Cir. June 
24, 1980), Opinion of Wilkey, J., dissenting, in 
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mists, Professors Langbein and Posner, agreed 
that GPM as further defined by NSCC is not a sub- 
sidy. At the same time, as discussed below, they 
raised various concerns about allowing NSCC to 
utilize GPM based on NSCC’s definition. The 
Commission, however, is not persuaded by those 
concerns. 


In their submission, Professors Langbein and 
Posner questioned the validity of the cost and rev- 
enue figures presented by Professor Hay on be- 
half of NSCC and also argued that as a general 
matter it is difficult to measure incremental costs. 
While the Commission agrees that the data 
supplied by NSCC were not sufficiently detailed to 
verify whether each NSCC branch office would be 
cost-justified, the Commission does not believe 
that NSCC should be prohibited from using GPM 
for that reason.*” Rather, NSCC will be required to 
submit a new schedule pursuant to Section 19(b) 
of the Act and Rule 19b-4 thereunder. In 
submitting its new fee schedule, the Commission 
will require NSCC to submit data detailing the rev- 
enues generated by each branch office, the costs 
of operating each branch office and the methods 
by which those figures were derived.4® NSCC also 
will be required to set forth the specific criteria and 
methodology of allocating costs and revenues to 
branch offices and to have its independent auditor 
verify that NSCC’s criteria and methodology are 
not inconsistent with generally accepted account- 





part, on other grounds and authorities cited there- 
in. 


47 Professor Hay concluded that, based on the sta- 
tistics supplied to him by NSCC, the revenues 
generated by each NSCC branch office covered 
the incremental costs of operating that branch of- 
fice. Those statistics, however, were not detailed 
in NSCC’s or Professor Hay’s comments. 


48The Commission will require that, in calculating 
incremental costs, NSCC include not only the vari- 
able short-term costs of operating the branch of- 
fices (out-of-pocket costs), but also the long-run 
incremental costs, such as increased computer 
capacity, necessitated by branch operations. The 
Commission believes that including long-run incre- 
mental costs will result in a more accurate reflec- 
tion of the cost of operating a branch office. 
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ing principles and that NSCC correctly applied that 
criteria and methodology. 


Professors Langbein and Posner also argued that 
due process considerations may be raised if the 
Commission considers NSCC’s definition of what 
is meant by GPM at a late stage of this proceed- 
ing. The Commission disagrees. Professor Hay’s 
and NSCC’s comments were part of a dialogue 
among the commenters on GPM in response to 
the Commission’s request for comment. In addi- 
tion, NSCC’s position is not inconsistent with 
NSCC’s registration order, and there are other ref- 
erences to NSCC’s characterization of GPM in the 
record.*? Also, upon receiving NSCC’s and Hay’s 
letters, public notice was given of the inclusion of 
the letters in the public file.5° Finally, the court 
specifically invited the Commission “to make full 
use of any new data” presented on GPM. 


Apart from GPM’s having a basis in economic 
theory, the Commission believes that there are 
more important regulatory reasons why GPM is an 
equitable allocation of fees. First, there are certain 
costs that NSCC incurs in servicing NSCC partici- 
pants remote from its central facility and which 
must be recovered through NSCC’s fee structure. 
Because both parties to a transaction are receiv- 
ing the same services from NSCC, the Commis- 
sion believes that an appropriate method for re- 
covering those costs is to charge all participants 
the same fees. Also, when there is a large body of 
common costs, such as here, it is easier adminis- 
tratively to charge each party the same fees than 
(i) to charge a portion of the common costs, plus a 
portion of the incremental costs of operating a 
branch office, to each participant, or (ii) to allocate 
costs fully among participants. 


In addition, GPM has a long history of use and ac- 
ceptance in the securities industry. For example, 
NCC, one of NSCC’s predecessor clearing 
agencies, used GPM for processing OTC transac- 
tions. A number of regional clearing corporations 
also use GPM for many of their clearance and set- 
tlement services. In addition, to an extent, GPM 





49See the NASD’s letter dated May 23, 1979 at 17, 
and citations therein. 


5°Securities Exchange Act Release No. 16486 
(January 14, 1980). 
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has been used by the Composite Tape Associa- 
tion and the NASDAQ System.*' 


In addition, the Commission recognizes that GPM 
may help foster the development of a national 
clearance and settlement system by inducing 
regionally-based broker-dealers that otherwise 
would not join a clearing agency to do so. If this 
were to occur, the higher fees paid by NSCC’s 
New York-based participants under GPM likely 
would be more than offset by the cost savings that 
NSCC’s New York-based broker-dealers would in- 
cur by not having to process transactions with 
those regionally-based broker-dealers outside of 
an automated environment. NSCC’s regionally- 
based participants and participants in interfaced 
regional clearing agencies also should experience 
cost savings by being able to process more trans- 
actions in an automated environment. At the same 
time, the Commission does not believe that GPM 
gives NSCC an unwarranted advantage over re- 
gional clearing agencies in attracting regionally- 
based broker-dealers. As will be discussed, the 
free interface condition to NSCC’s registration has 
an effect analogous to GPM in that it makes re- 
gional clearing agencies more attractive to 
regionally-based broker-dealers than they other- 
wise would be. 


The Commission also has considered arguments 
presented by the commenters that GPM is not an 
equitable allocation of fees under Section 17A of 
the Act. Midwest argued that GPM does not elimi- 
nate all price discrimination, only geographic price 
discrimination. Midwest also argued that GPM will 
not guarantee low prices, but only uniform prices. 
While the Commission agrees with Midwest's ar- 
guments, the Commission recognizes that GPM 
was not intended to result, and has never been 
defended on the grounds that it would result, in 
anything more than NSCC’s charging regionally- 
based broker-dealers the same fees charged New 
York City-based broker-dealers. 


Midwest also argued that GPM may allow NSCC’s 
regionally-based participants to close their New 





51 Although those entities have used a pricing poli- 
cy based on GPM, certain discrete geographic 
costs, such as those associated with remote main- 
tenance work, have been recovered separately. 


Volume 22, No. 2, March 10, 1981 





York City offices and to clear through an NSCC 
branch office. Midwest continued that this effect 
would raise NSCC’s total costs and prices. NSCC 
acknowledged that possibility. NSCC argued, how- 
ever, that this occurrence would be a positive step 
in that regionally-based broker-dealers would be 
able to close expensive New York City offices and 
move their clearing operations to their headquar- 
ters cities. NSCC continued that, while this could 
result in NSCC’s experiencing slightly higher 
costs, the overall cost of clearing to the securities 
industry would be lowered, a positive step. While 
the Commission questions whether GPM will in- 
duce many regionally-based NSCC participants to 
close New York City offices, the Commission finds 
nothing wrong with NSCC’s decision to accept the 
possibility of higher clearing fees in order that 
some members may be able to reduce their overall 
back office costs.52 


(ii) Competitive Concerns 


Although the Commission believes that GPM is an 
equitable allocation of fees, as required by Section 
17A of the Act, Section 17A also requires the 
Commission to consider other factors in reviewing 
proposed clearing agency action. One of those 
factors, set forth in Section 17A(a)(2) of the Act, is 


that the Commission must have “due regard for 
. the maintenance of fair competition among 
brokers and dealers [and] clearing agencies 
.."53 In the order granting NSCC temporary 
registration as a clearing agency, the Commission 
weighed the competitive concerns raised by 





52GPM, in and of itself, may not lead to many par- 
ticipants closing their New York City offices for 
various reasons. Many regionally-based partici- 
pants may wish to maintain a New York office for 
reasons other than clearing, such as maintaining a 
trading presence or banking arrangements. 


53In considering competition, the court expressly 
held that the Act does not require the Commission 
to choose the least anticompetitive alternative, 
590 F.2d at 1105-6. Rather, the court indicated 
that the Act only requires that the Commission 
consider the potential anticompetitive effects of 
proposed clearing agency actions and to balance 
those effects with the other factors in Section 17A. 
Id. 
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NSCC’s registration, including its use of GPM and 
concluded that NSCC’s registration was appropri- 
ate. After reexamining that issue, the Commission 
continues to believe that NSCC’s use of GPM is 
appropriate. 


As discussed at pages 76-79 of NSCC’s registra- 
tion order, 42 FR at 3930-3931, the Commission 
determined that NSCC’s registration was the best 
means available to bring technological advances 
quickly to the clearing industry and to provide new 
services, such as one account settlement, to 
broker-dealers. NSCC’s use of GPM, in turn, was 
intended to effect a further goal of NSCC’s regis- 
tration, i.e., to provide regionally-based broker- 
dealers access to those technological advances 
and new services by paying the same fees 
charged New York City-based broker-dealers for 
such services. 


At the same time, the Commission recognized that 
NSCC’s registration, including NSCC’s use of 
GPM, could have an adverse effect on regional 
clearing agencies. NSCC would be processing 85 
percent of equity and corporate debt transactions 
and would be offering beneficial new services to 
broker-dealers. In addition, by using GPM, NSCC 
would charge less in the regions than it would 
using other pricing mechanisms. In light of the po- 
tential adverse effect of NSCC’s registration, 
including its use of GPM, on regional clearing 
agencies, the Commission took two principal steps 
to counterbalance that possibility. 


First, the Commission recognized that at the time 
of NSCC’s registration regional clearing agencies 
provided only a limited range of services. For ex- 
ample, at that time, the regional clearing agencies, 
as a general matter, processed only transactions 
in securities listed on their affiliated exchanges. To 
provide regional clearing agencies an opportunity 
to offer services similar to those offered by NSCC 
at competitive prices and from the same branch lo- 
cations, the Commission imposed four conditions 
on NSCC’s registration. Those conditions also 
were seen as facilitating the creation of an envi- 
ronment in which clearing agencies could compete 
successfully with NSCC. 


Two conditions concerned the comparison func- 
tion. The OTC comparison condition required 
NSCC to make its computer programs available 
upon request to any registered clearing agency in 
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order that those clearing agencies could perform 
comparison of OTC transactions between their 
participants. The OTC comparison condition also 
required that the comparison of all OTC transac- 
tions between participants in two different clearing 
agencies be performed by one clearing agency, 
and that NSCC serve as the clearing agency to 
perform that function free of charge if no other 
clearing agency was willing to do so.54 The pur- 
pose of this requirement was to provide a means 
of comparing OTC transactions between partici- 
pants in different clearing agencies. In addition to 
the OTC comparison condition, the remote com- 
parison condition required NSCC to cooperate 
with broker-dealers and regional clearing agencies 
in developing alternate means through which a 
broker-dealer could compare AMEX, NYSE or 
OTC transactions eligible for comparison at 
NSCC. Those two conditions, together with the 
free interface condition, which required NSCC to 
establish full interfaces with regional clearing 
agencies,°> provided regional clearing agencies 
the ability to process both OTC and listed transac- 
tions and provided broker-dealers the ability to 
settle those transactions in one account at one 
clearing agency. 


As discussed, the free interface condition required 
NSCC to establish full interfaces with the regional 
clearing agencies. Equally important, however, 
that condition tends to neutralize the effect of 
GPM on regional clearing agencies. More specifi- 
cally, under GPM NSCC would mutualize the cost 
of operating a branch office, thus making it more 





54NSCC’s Registration Order at 94-95 and at 118, 
42 FR at 3934 and 3938. The Pacific Clearing Cor- 
poration (““PCC’’), pursuant to an agreement 
reached by the regional clearing agencies and 
NSCC, is now performing that function. The Mid- 
west Clearing Corporation (““MCC’’) and the Stock 
Clearing Corporation of Philadelphia (“SCCP”) 
also have contracted with PCC to have PCC per- 
form the comparison of OTC transactions between 
two MCC participants and between two SCCP par- 
ticipants. 


55NSCC was required to establish an “appropriate 
link” rather than a full interface with the Boston 
Stock Exchange Clearing Corporation (“BSECC’), 
due to the fact that BSECC did not have a continu- 
ous net settlement system. 
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attractive for a regionally-based broker-dealer to 
use an NSCC branch office to process a trade with 
a New York City-based broker-dealer than it would 
be if the regionally-based broker-dealer had to pay 
either the fully-allocated cost of the transaction or 
a surcharge. Similarly, under the free interface 
condition, because interfaced clearing agencies 
are not able to charge each other for interface 
movements, or charge their participants an addi- 
tional fee for interface movements, each clearing 
agency is required to absorb a portion of the costs 
of the interface and to mutilize those costs across 
its participant base. As a result, the free interface 
condition makes it more attractive for a regionally- 
based broker-dealer to use a regional clearing 
agency to process a trade with a New York City- 
based broker-dealer than it would be if NSCC 
were able to charge regional clearing agencies an 
interface fee and the regional clearing agencies 
had to recover that charge either by mutualizing it 
throughout their fee structures or by imposing a 
separate fee for using the interface.5® Accordingly, 
although GPM makes use of an NSCC branch of- 
fice more attractive for regionally-based broker- 
dealers, the free interface condition serves to off- 
set that effect by making the use of a regional 
clearing agency more attractive for regionally- 
based broker-dealers. 


In addition to the positive effects on regional clear- 
ing agencies of the above three conditions, the 
shared branch condition offered the regional clear- 
ing agencies the opportunity to participate in an 
NSCC branch office by paying a proportionate 
share of the branch office’s operating overhead. 
The purpose of that condition was to enable NSCC 
and the regional clearing agencies to offer serv- 
ices in locations where it otherwise might not be 
feasible. In addition, the shared branch condition 
was seen as providing the regional clearing 
agencies the opportunity to offer services in a 
branch location at a cost lower than that which 
would be required if the regional clearing agencies 
had to establish an independent branch office.5” 





56 Moreover, if a clearing agency were to charge its 
participants an interface fee, that fee could dis- 
courage a participant in that clearing agency from 
trading with participants in other clearing 
agencies. 


57The court expressed skepticism over this condi- 
tion, commenting that, because GPM resulted in a 
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In summary, NSCC’s use of GPM was not seen by 
the Commission as a means of pricing regional 
clearing agencies out of the market. As discussed, 
in considering GPM, the Court of Appeals stated 
that the rationale for GPM appeared to be that 
clearing agency competition would not make the 
regional clearing agencies competitive with NSCC, 
and therefore, in order to aid regionally-based 
broker-dealers, NSCC had to be permitted to set 
regional prices below cost and price its competi- 
tors out of the market. In contrast to the rationale 
suggested by the court, however, the Commission 
believes that GPM is an equitable allocation of 
fees under the Act and that, although GPM would 
make use of NSCC’s branch offices more attract- 
ive to regionally-based broker-dealers, the four 
conditions to NSCC’s registration, particularly the 
free interface condition, would create an environ- 
ment in which the regional clearing agencies could 
compete successfully with NSCC. 


Although, through the imposition of the four condi- 
tions to NSCC’s registration, the Commission be- 
lieved it had created an environment in which the 
regional clearing agencies could compete suc- 
cessfully with NSCC, the Commission recognized 
that the precise effect of NSCC’s registration, 
including its use of GPM, on regional clearing 
agencies was uncertain. Therefore, the Commis- 
sion announced that, as an additional step, it 
would monitor the effect of NSCC’s registration, 
and, if necessary, take appropriate action to 
amend the terms and conditions of NSCC’s regis- 
tration, or even to revoke that registration. 


As part of its monitoring, the Commission held 
hearings in the Spring of 1978. Furthermore, the 
Commission has been monitoring the economic 
position of, and the services offered by, regional 
clearing agencies and NSCC. That monitoring in- 
dicates that the regional clearing agencies cur- 
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subsidy, NSCC would not have to cover its share 
of the overhead of the branches and would have 
an advantage over clearing agencies with which it 
shared a branch office. However, as discussed, 
because NSCC will not operate a branch office un- 
less the revenues from that office cover the incre- 
mental costs of operating the branch, the Commis- 
sion believes that NSCC’s subsequent clarification 
of GPM has addressed this concern. 
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rently are offering services comparable to NSCC. 
For example, MCC, PCC and SCCP offer CNS 
systems both for OTC and listed processing. 
Those clearing corporations, as well as BSECC, 
also are linked operationally to full-service deposi- 
tories. In addition, those clearing corporations 
have established interfaces both for listed and 
OTC processing, and there is now in place a sys- 
tem of depository interfaces. 


In addition, the Commission’s monitoring indicates 
that the regional clearing agencies are in reasona- 
bly good economic health. For example, although 
MCC went from a pre-tax profit of $746,000 in 
1975 to an operating loss of $569,000 in 1977, 
since then, MCC has rebounded to a pre-tax profit 
of $544,000 in 1979 and a 1980 profit estimated to 
exceed $1 million.5® Similarly, SCCP moved from 
a break-even position in 1977 to pre-tax profits of 
$500,000 in both 1978 and 1979. In contrast, PCC 
indicates it incurred aggregate losses of $300,000 
for 1977 through 1979. That statistic however, 
does not take into account approximately $5 mil- 
lion in interest income earned on PCC’s cash bal- 
ances which was credited to the Pacific Stock Ex- 
change. 


Based on its monitoring, the Commission contin- 
ues to believe that the four conditions to NSCC’s 
registration have created an environment in which 
the regional clearing agencies can compete suc- 
cessfully with NSCC. At the same time, however, 
the Commission recognizes that the full effect of 
NSCC’s use of GPM has not been felt by the re- 
gional clearing agencies.5? As a result, the Com- 





58in addition, MCC recently announced that, for 
the first time in its history, it will rebate to partici- 
pants a portion of their fees. That rebate will total 
approximately $800,000 for 1980. 


58The Commission recognizes that its monitoring 
of NSCC has not enabled it to determine precisely 
whether the four conditions have been responsible 
for the economic stability of the regional clearing 
agencies. NSCC did not offer listed clearing in its 
branch offices for more than two years after its 
registration. In addition, once it began that service, 
it did not offer that service at a mutualized price. 
The Commission also recognizes that, over the 
past several years, there has been a period of fair- 
ly sustained high volume and that to an extent the 
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mission will continue to monitor the effects of 
NSCC’s registration, including its use of GPM, on 
the regional clearing agencies and will retain the 
authority reserved in the registration order to take 
any necessary action, including prohibiting NSCC 
from using GPM, if it appears that the goals of 
Congress, as expressed in Section 17A of the Act, 
are not being met. 


If, however, despite those precautions there is 
some negative residual effect of NSCC’s registra- 
tion, including its use of GPM, on regional clearing 
agencies, the Commission continues to believe 
that, on balance, the positive effects of GPM on 
broker-dealer competition make the possibility of 
some adverse effect on regional clearing agencies 
acceptable. The Commission held in NSCC’s reg- 
istration order that broker-dealer competition was 
the preeminent competitive consideration in 
NSCC’s registration because that competition re- 
lated more directly to the level of services re- 
ceived, and commissions paid by, individual and 
institutional customers than did clearing agency 
competition.£° The Commission continues to be- 
lieve that broker-dealer competition is the 
preeminent competitive consideration in NSCC’s 
registration and that GPM continues to have a 
positive effect on regionally-based broker-dealers 
in that it provides NSCC’s regionally-based partici- 
pants access to NSCC’s services at the same 
price as the price paid by NSCC’s New York City 
participants. Furthermore, if NSCC were prohib- 
ited from using GPM and had to raise its prices in 
the branch offices, it could have the effect of 
creating a “protective umbrella’ under which re- 
gional clearing agencies might be able to raise 
their prices somewhat without fear of a loss of 
business, thus adversely affecting regionally- 
based broker-dealers. 


In addition to the effect of GPM on the regional 
clearing agencies, the Commission also has con- 
sidered the effect of NSCC’s use of GPM on 
BSPS. As discussed, NSCC and Bradford recently 
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success of the regional clearing agencies is a re- 
sult of the additional revenues flowing from that 
volume. 


6°For a further discussion, see the NSCC registra- 
tion order at 77-78, 42 FR at 3930. 
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began processing transactions in municipal secu- 
rities.6' The Commission has determined that 
NSCC’s use of GPM in offering municipal securi- 
ties processing services would not have an inap- 
propriate competitive impact on BSPS. Unlike the 
regional clearing corporations, BSPS is based in 
New York City and has an extensive branch office 
system. In addition, BSPS began offering munici- 
pal securities services similar to those offered by 
NSCC at the same time. As a result, BSPS from 
the commencement of its operations has been 
able to offer municipal securities processing serv- 
ices similar to NSCC and to compete with NSCC 
for regionally-based municipal securities brokers 
and dealers through its branch office system. Fur- 
thermore, at the time the Commission approved 
NSCC’s and Bradford’s proposals, the Commis- 
sion required that NSCC and BSPS establish free 
interfaces between their municipal securities sys- 
tems. The Commission thus believes that NSCC’s 
use of GPM in providing municipal securities serv- 
ices would not have an inappropriate competitive 
impact on BSPS. Nevertheless, in addition to mon- 
itoring NSCC’s use of GPM on the regional clear- 
ing agencies, the Commission also will monitor the 
effect of GPM on BSPS. 


CONSIDERATION OF COMPETITIVE BIDDING 
The Arguments Presented by the Commenters 


NSCC’s Arguments—NSCC argued that the Com- 
mission correctly approved NSCC’s original selec- 
tion of SIAC without competitive bidding. More 
specifically, NSCC argued that in the transition to 
a consolidated system, pure price competition was 
of less concern than accomplishing the transition 
safely and efficiently, and that SIAC was best able 
to assure a safe and efficient transition. In support 
of that contention, NSCC argued that SIAC al- 
ready was providing safe and efficient services for 
85 percent of the volume that would be handled by 
the consolidated system and that SIAC had no in- 
centive, as would a privately-owned facilities man- 
ager, to sacrifice safety and efficiency for profit. In 
addition, NSCC claimed that SIAC was experi- 
enced in operating the CNS system that would be 





61 Under the terms of the Commission’s order ap- 
proving those services, NSCC was not allowed to 
use a geographically-mutualized price pending the 
resolution of the GPM issue. 
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used as the basis for NSCC’s consolidated sys- 
tem. Furthermore, because SIAC’s board of direc- 
tors was drawn from the same participant base as 
was NSCC’s, NSCC believed that SIAC would be 
responsive to participants’ needs. For example, 
NSCC claimed that SIAC would be willing to em- 
ploy innovations that would increase its own costs 
while reducing by a greater amount the back office 
clearing costs of NSCC’s participants. NSCC fur- 
ther claimed that no other potential qualified bid- 
der then existed. NSCC argued that Bradford was 
the only other entity that expressed interest in the 
contract, and it did not appear that Bradford had 
either the resources or the ability to run the com- 
bined system. 


Next, NSCC argued that the retention of SIAC 
continues to be appropriate and that any decision 
to use competitive bidding in the future should be 
made by NSCC’s board of directors and should 
not be compelled by the Commission. More specif- 
ically, NSCC argued that because SIAC provides 
a high level of service, there is no reason to incur 
the inherent costs and risks in changing facilities 
managers. As examples of SIAC’s attributes, 
NSCC argued that SIAC’s involvement in other ac- 
tivities in the securities industry ensures that de- 
velopments in clearing are synchronized with 
those in trading. NSCC also argued that SIAC has 
a unique depth to provide NSCC with back-up ca- 
pacity during periods of high volume. NSCC then 
contended that its present need is to consolidate 
and expand its system and that changing facilities 
managers at this time would be particularly unnec- 
essary and inappropriate. 


NSCC further argued that there is sufficient flexi- 
bility in the NSCC-SIAC contract to allow NSCC to 
change facilities managers if such action were to 
become necessary. In particular, NSCC cited (i) 
the provision in the contract allowing it to buy-out 
the contract; (ii) NSCC’s right to monitor SIAC’s 
performance; and (iii) SIAC’s pledge to facilitate 
absorption by NSCC (or SIAC’s successor) of 
SIAC’s personnel. Furthermore, NSCC claimed 
that it is not aware of any existing potential bidder 
for the facilities management contract. Although 
acknowledging that a successful bidder could ab- 
sorb SIAC’s personnel pursuant to the terms of the 
NSCC-SIAC contract, NSCC argued that such a 
change only would be cosmetic in nature. 


NSCC then claimed that competitive bidding would 
not necessarily reduce costs to clearing agency 


Volume 22, No. 2, March 10, 1981 


participants. NSCC argued that, if a for-profit 
entity were the low bidder, that bidder would have 
little incentive to develop innovations that would 
result in savings to participants, but that would not 
reduce its own costs. NSCC recognized, however, 
that a contract authorizing the facilities manager to 
recover the cost of developing new services or 
enhancing existing services, plus a specified prof- 
it, could alleviate this concern somewhat. NSCC 
argued that, nevertheless, it would have less influ- 
ence over a profit-making entity than it now has 
with SIAC to effect an allocation of resources that 
would result in participant savings. Moreover, 
citing its prior dealings with Bradford as an exam- 
ple, NSCC contended that employing a profit- 
oriented firm may increase participant costs be- 
cause of the expenses that may arise in replacing 
a profit-oriented facilities manager. 


NSCC continued that competitive bidding is nei- 
ther required by, nor likely to further the objectives 
of, the Act, nor is it mandated by the antitrust 
laws.62 NSCC argued that competitive bidding 
would not increase competition among facilities 
managers, because, for example, competitive bid- 
ding merely would be a means of selecting a 
single processor for the term of the contract. 
NSCC also argued that bidding necessarily would 
be infrequent because of the costs and risks inher- 
ent in frequent changes of facilities managers, and 
it thus would be highly unlikely that competitive 
bidding would encourage meaningful competition. 
Furthermore, while acknowledging that competi- 
tion may have a salutary effect on the perform- 
ance of an incumbent facilities manager, NSCC 
believes it is the possibility of replacement, not 
competitive bidding, that leads to this result. 
NSCC noted that it already has the ability to re- 
place SIAC.§®3 


NSCC also argued that competitive bidding would 
not promote competition among broker-dealers or 





62NSCC also argued that the Act does not even 
mention competition among facilities managers, 
and, even if the goal of enhancing competition 
among facilities managers is read into the Act, 
competition is given a lower priority than other fac- 
tors, such as prompt and accurate clearance and 
settlement. 


63Professor Hay, on behalf of NSCC, stated that 
“[t]here is a suggestion in some of the presenta- 
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clearing agencies. NSCC acknowledged that if 
competitive bidding did increase competition 
among facilities managers, it is possible that such 
competition would result in lower costs to clearing 
agencies and their participant broker-dealers. 
NSCC continued, however, that, as discussed, it 
believes competitive bidding does not increase 
competition among facilities managers. Rather, 
NSCC iterated that it is the possibility of replace- 
ment that induces a facilities manager to operate 
efficiently and, as a result, competitive bidding 
would not result in cost savings that could be pas- 
sed on to clearing agencies and their participants. 
Furthermore, even assuming that there were addi- 
tional savings that would accrue from competitive 
bidding, NSCC continued that such savings would 
be passed on proportionately to NSCC’s members 
and that, therefore, there would be no benefit to 
broker-dealer competition. 


NSCC then argued that competitive bidding would 
tend to work against the “goal” of protecting funds 
and securities in the clearing process. NSCC con- 
tinued that clearing is too complex to reduce to 
specifications in a bid, and that bidding would 
over-emphasize price. NSCC claimed that there 
are other intangibles that must be considered 
when selecting a facilities manager. 
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tions that, even if competitive bidding is expected 
to lead to higher-cost, less-efficient clearing, it 
should be mandated because of some ancillary 
competitive benefits relating to the number of po- 
tential bidders for facilities management con- 
tracts.” Hay argued that (i) this is bad economic 
theory and (ii) for various reasons, it does not ap- 
pear probable that competitive bidding would lead 
to more interest by potential facilities managers. 
Those reasons are: (i) “if it were important to other 
clearing agencies that there be a broader array of 
potential facilities managers, one would think that 
they might consider using competitive bidding 
themselves”; (ii) the NSCC contract is relatively 
small and unlikely to entice potential facilities 
managers into bidding; and (iii) if a large number 
of potential facilities managers exist, “there ought 
to be a sufficiently large number of potential bid- 
ders for other clearing agencies’ needs already 
and the marginal contribution of requiring NSCC to 
use competitive bidding would likely be trivial.” 
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Finally, NSCC argued that it should be permitted 
to internalize all or part of its operations. NSCC 
stated that nothing in the court's decision pre- 
cludes a clearing agency from internalizing and 
that both the use of competitive bidding and the 
option to internalize should be left to the informed 
judgment of a clearing agency. 


Bradford’s and Professors Langbein and Posner's 
Arguments for Competitive Bidding—Professors 
Langbein and Posner began by disputing NSCC’s 
contention that the decision to use competitive 
bidding should be left to NSCC’s business judg- 
ment. They argued that the Commission cannot 
rely upon NSCC’s business judgment because 
NSCC, as a regulated monopolist, is not subject to 
market pressure to minimize costs. Rather, they 
argued that NSCC is subject to “perverse incen- 
tives” which, in turn, require regulation. As support 
for that argument, they indicated that NSCC’s 
board of directors has no incentive to minimize 
costs because the demand for brokerage services 
is relatively inelastic and that NSCC’s participants 
are able to pass through the costs of clearance to 
their customers. They also indicated that, because 
NSCC passes through its costs to members equal- 
ly, individual members have little incentive to risk 
“the umbrage of NSCC and its member ex- 
changes by struggling for efficiencies that no 
single brokerage firm could appropriate for its cus- 
tomers alone.” They continued that NSCC ap- 
peared to admit this point when it argued that even 
if competitive bidding were to result in an increase 
in competition among facilities managers, there 
would be no benefit to individual participants be- 
cause all cost savings would be passed on propor- 
tionately. Furthermore, they argued that the indus- 
try cannot rely upon the Commission to monitor 
NSCC because the Commission, by “remit[ting] 
the whole matter to NSCC’s judgment [in the reg- 
istration order] ..., has indicated that it has little 
taste for supervision of NSCC’s conduct of facili- 
ties management functions ... .” 


Professors Langbein and Posner then argued that 
there is no justification for accepting NSCC’s claim 
that its use of SIAC has resulted in cost savings. 
They believe that the way to determine SIAC’s ef- 
ficiency is through competitive bidding. 


Professors Langbein and Posner also argued that 
there is no reason to accept NSCC’s claims that 
there are disruptions, costs and risks inherent in 
changing facilities managers. They claimed that 
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NSCC did not specify any disruptive effects, costs 
or risks that could occur in changing facilities man- 
agers and that NSCC appeared to argue that cost 
savings are never relevant because of the costs 
and risks inherent in changing facilities managers. 
Furthermore, they argued that NSCC contradicted 
its claim that there are costs and risks inherent in 
replacing SIAC when it argued that it can smoothly 
change facilities managers under the SIAC con- 
tract. 


Professors Langbein and Posner next disputed 
NSCC’s claim that there are no existing potential 
bidders for the facilities management contract. 
They argued that NSCC gave no indication why 
the “vast American data processing service indus- 
try” contains no potential bidders. They continued 
that there are many examples, in various indus- 
tries, where competitive bidding has resulted in 
significant cost savings and that clearing would 
appear to be no different. Furthermore, in re- 
sponse to NSCC’s claim that there would be only a 
cosmetic change if a successful bidder merely ab- 
sorbed SIAC’s personnel and changed manage- 
ment, they argued that management is crucial and 
that a change in management would be important. 


Professors Langbein and Posner also disputed 


NSCC’s contention that non-profit firms such as 
SIAC and NSCC are superior to profit-oriented 
firms and that profit-oriented firms would not have 
an incentive to effect savings for participants. Pro- 
fessors Langbein and Posner indicated that 
SIAC’s board, like NSCC’s board, has no incentive 
to struggle for economies which will be passed 
down equally to all members. As for NSCC’s con- 
cern about the incentive of a profit-oriented firm to 
develop innovations that would reduce participant 
costs, but increase the firm’s costs, Professors 
Langbein and Posner suggested that NSCC could 
adjust the compensation of a profit-oriented firm to 
reward it for such innovation. Furthermore, they 
stated that NSCC did not specify how a profit- 
oriented firm would jeopardize safety and efficien- 
cy and argued that there are other factors, such as 
specifications in a contract and the incentive to re- 
new the contract, that give profit-oriented facilities 
managers an incentive not to jeopardize safety 
and efficiency. Finally, after citing various exam- 
ples, they argued that there are many instances in 
different industries of the benefits of competitive 
bidding involving profit-oriented facilities mana- 
gers. 
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In response to NSCC’s contention that competitive 
bidding would be too infrequent to encourage 
meaningful competition, Professors Langbein and 
Posner argued that contracts involving infrequent 
transactions are particularly appropriate for com- 
petitive bidding. They indicated that when dealing 
with infrequent, large transactions involving 
customized services, competitive bidding is useful 
in establishing a market price for those services. 
Moreover, they felt that, even if competitive bid- 
ding were held infrequently, the more important 
the transaction, the more likely the costs of a more 
formalized procedure would be justified because 
of the benefits of lower price and superior quality 
that result from such a procedure. 


Professors Langbein and Posner then contended 
that NSCC’s argument that clearing is too complex 
to allow for the preparation of bids is not persua- 
sive. They believed that such an argument defies 
the experience of the facilities management indus- 
try where complexities have been resolved, and 
that, if the Commission accepts NSCC’s argument 
that clearing is too complex to allow for competi- 
tive bidding, the Commission also should be con- 
cerned about its ability to ensure that NSCC is 
operating efficiently. Finally, in response to 
NSCC’s claim that a decision to internalize is be- 
yond the scope of the Commission’s review, Pro- 
fessors Langbein and Posner argued that NSCC 
should not be allowed to internalize at will be- 
cause NSCC is a monopoly and competitive bid- 
ding is a necessary regulatory device. 


NSCC’s and Professor Hay’s Rebuttals —-NSCC 
and Professor Hay claimed that neither Bradford 
nor Professors Langbein and Posner challenged 
NSCC’s position that competitive bidding does not 
promote competition among either facilities mana- 
gers, clearing agencies or broker-dealers. Further- 
more, after stating that NSCC is not a monopoly 
because it is in competition with regional clearing 
agencies, they claimed that Professors Langbein 
and Posner were incorrect in arguing that NSCC 
has no incentive to cut input costs because it is a 
regulated monopoly. Professor Hay also took is- 
sue with professors Langbein and Posner's gener- 
al statement that competitive bidding is necessary 
to regulate monopolies. He explained that only a 
monopolist regulated on a rate-of-return-to-capital 
basis would have a perverse incentive to increase 
its capital costs, thus necessitating competitive 
bidding. Other monopolists, he believed, would not 
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have such a perverse incentive. As a result, he ar- 
gued that even assuming that NSCC is a monopo- 
list, because it is not regulated on a rate-of-return- 
to-capital basis it does not have a perverse 
incentive to increase costs. At the same time, 
even though NSCC is not regulated on a rate-of- 
return-to-capital basis, Professor Hay acknowl- 
edged that it is arguable that NSCC is somewhat 
insulated from competition and under less pres- 
sure to make efficient procurement decisions. 
Competitive bidding is not necessarily the most ef- 
ficient procurement method, however, according 
to Hay.®* Therefore, Professor Hay indicated that 
the Commission should not impose a competitive 
bidding requirement on NSCC unless it deter- 
mines that NSCC is a monopoly and should be 
regulated on a rate-of-return-to-capital basis. 


NSCC and Professor Hay also argued that Profes- 
sors Langbein and Posner were incorrect in 
arguing that NSCC’s board of directors does not 
have incentives to effect participant savings. They 
indicated that Professors Langbein and Posner 
were incorrect in arguing that the business judg- 
ment rule is dependent on a competitive environ- 
ment. They believe that the members of NSCC’s 
board of directors have an incentive to act for the 
good of NSCC because they owe a fiduciary duty 
to NSCC. Furthermore, they believe that the mem- 
bers of the board have a vital interest in minimiz- 
ing costs because the compensation the board 
members receive from their firms is based in part 
on their ability to reduce their firms’ costs, and 
reducing NSCC’s costs will produce cost savings 
to NSCC’s participants. In addition, although sav- 
ings are passed down equally to all participants, 
they argued that savings at the clearing level 
have, at times, meant the difference between 
profitability and non-profitability for participants. 
Finally, they stated that NSCC’s board has a histo- 
ry of fostering efficiency, including: promoting the 
original formation of NSCC; including buy-out and 
similar provisions in the SIAC contract; and 
combining the three clearing funds. Professor Hay 
also listed 33 improvements to NSCC’s system 
that either have been completed or are being de- 
veloped. 








64Hay believes, for example, that vertical integra- 
tion may be a superior procurement method in cer- 
tain circumstances. 
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In response to Professors Langbein and Posner’s 
comment that NSCC did not specify the costs and 
risks inherent in changing facilities managers, 
NSCC argued that the costs and risks in changing 
facilities managers could be gauged by NSCC’s 
daily volume of $2.2 billion in transactions. Fur- 
thermore, as to the claim that NSCC never consid- 
ers cost savings, NSCC responded that cost sav- 
ings are indeed important, but cannot be 
examined in a vacuum; one cannot seek cost sav- 
ings if risks are increased significantly. 


NSCC and Professor hay also argued that 
Bradford’s examples of the benefits of competitive 
bidding were inapposite. First, they argued that 
the examples dealt with less complex areas, usu- 
ally a single purchase, not a continuing relation- 
ship. Second, they argued that the examples did 
not deal with services that are “time-critical,” like 
clearing. NSCC argued that it is critical that trades 
be settled in a timely manner. 


NSCC responded to Professors Langbein and 
Posner’s comment that NSCC did not specify how 
a profit-oriented firm could jeopardize safety and 
efficiency by arguing that a profit-oriented firm’s 
cost-cutting could endanger the comparison, 
clearance and settlement functions. In response to 
Professors Langbein and Posner’s comment that 
NSCC did not specify the cost savings that re- 
sulted from NSCC’s use of SIAC, NSCC stated 
that its participants’ clearing charges were re- 
duced by approximately $11.8 million in 1979, the 
first full year of SIAC’s performing all of NSCC’s 
operations. 


Professors Langbein and Posner’s Surrebut- 
tal—Professor Langbein and Posner agreed with 
Professor Hay that the “perverse incentive” eco- 
nomic theory was not directly applicable because 
NSCC is not regulated on a rate-of-return-to- 
capital basis. Nevertheless, they argued that firms 
that do not seek profit maximization because of 
regulation or other factors cannot be expected to 
perform efficiently and that competitive bidding is 
necessary to enforce markeiplace discipline. Fur- 
thermore, they argued that merely because 
NSCC’s board members participated in various 
decisions does not mean they control NSCC. After 
arguing that the real issue is whether board mem- 
ve an incentive to work hard for overall effi- 
ciencies, professors Langbein and Posner con- 
cluded that NSCC’s board members do not. 
NSCC’s assertion that Bradford’s examples of the 
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successes of competitive bidding in other areas do 
not involve clearing also was unconvincing to Pro- 
fessors Langbein and Posner because NSCC did 
not identify why clearing is different from the areas 
cited. Furthermore, while acknowledging that the 
bidding process necessarily would be complex, 
they argued that without competitive bidding the 
Commission would be overtaxed as a regulator. 
Finally, in response to NSCC’s comment that a 
profit-oriented firm’s cost-cutting would endanger 
NSCC’s operations, they agreed that an NSCC 
systems failure is undesirable, but argued that 
NSCC did not specify how such a failure would re- 
sult from competitive bidding. 


Discussion®> 


In analyzing competitive bidding, the Commission 
also has focused on two general issues. First, the 
Commission has considered whether NSCC’s ini- 
tial selection of SIAC as its facilities manager, 
without utilizing competitive bidding, was proper. 
In addition, the Commission has considered, as a 
general matter, whether NSCC should be required 
to use competitive bidding as a prophylactic 
regulatory device. The Commission has concluded 
that NSCC’s initial selection of SIAC was appropri- 
ate due to the special circumstances then in exist- 
ence and that requiring NSCC to use competitive 


bidding is not necessary at this time as a prophy- 
lactic regulatory device. 


(i) NSCC’s Initial Section of SIAC 


As the court stated, certain benefits may have ac- 
crued from requiring NSCC to put its facilites man- 
agement contract out for competitive bidding at 





65The Commission’s analysis of the competitive 
bidding issue is based on the particular role Con- 
gress gave to competition among broker-dealers, 
clearing agencies and transfer agents in Section 
17A of the Act. However, as recognized by the 
Court of Appeals, competition is given a different 
role in the national market system. 590 F.2d at 
1059. As a result, the Commission’s decision is 
limited to the national clearance and settlement 
system and should not be construed as reflecting 
the Commission’s view of competitive bidding in 
any other context, including the national market 
system. 
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the time of NSCC’s registration.*© For example, 
NSCC may have obtained facilities management 
services at a lower cost. That cost savings may 
have resulted either from Bradford’s or another 
entity's underbidding SIAC, or SIAC’s submitting a 
bid lower than the current contract price. A com- 
petitive bidding requirement also may have en- 
couraged firms offering data processing services 
in other areas to become interested in providing 
clearance and settlement services, and that new 
entry into the clearing industry could have pro- 
moted the development of new technological ad- 
vances in clearance and settlement.§” 


Despite those possibilities, however, the Commis- 
sion continues to believe that NSCC’s decision to 
hire SIAC without utilizing competitive bidding was 
proper. Safety was the most important concern to 
the Commission at the inception of NSCC’s opera- 
tion. At the time of the merger, it was projected 
that NSCC would be conducting approximately 85 
percent of the clearing functions for corporate debt 
and equity securities. As a result, any disruption 
in, or failure of, NSCC’s system would have had a 





66 The term “competitive bidding” was not explicit- 
ly defined by the court or the commenters. The 
commenters, however, seemed to use the term to 
describe a procedure in which NSCC would pre- 
pare specifications, would solicit bids and would 
be compelled to accept a qualified bidder with the 
lowest bid. Although the Commission recognizes 
that there are variations of the competitive bidding 
process, the Commission has defined competitive 
bidding in the above manner for purposes of con- 
sidering the remand. At the same time, however, 
the Commission has not limited its consideration 
to the narrow issue of whether NSCC should have 
utilized competitive bidding in conjunction with its 
initial selection of SIAC, but also has considered 
the broader issue of whether the Commission 
should impose any prospective requirements on 
NSCC’s selection procedures. 


§7Although the court suggested that competitive 
bidding could cause other clearing agencies to im- 
prove and expand their services in order to bid on 
the contract, the Commission had no indication at 
that time, and has had no indication since then, 
that other clearing agencies would have been, or 
would be, interested in bidding for NSCC’s con- 
tract. 
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catastrophic effect not only on broker-dealers but 
also on the securities markets. The Commission 
believed then, and continues to believe, that SIAC 
was best able to ensure the safe consolidation of 
NSCC’s system. SIAC already was performing 85 
percent of the volume that would be processed by 
the consolidated system and thus would have had 
less problems in absorbing the remaining 15 per- 
cent of the volume than Bradford may have had in 
absorbing 85 percent of the volume or another 
entity may have had in absorbing 100 percent of 
the volume. In addition, SIAC already was experi- 
enced in operating the particular system that 
would be used as the basis for NSCC’s consolida- 
ted operation. 


Moreover, the selection of SIAC appeared most 
likely to permit the benefits that would flow from 
NSCC’s registration to be provided to broker- 
dealers at the earliest date. Requiring NSCC to 
assess alternatives to SIAC would have required 
the Commission either to extend the 120 day time 
frame for commencement of NSCC’s consolidated 
operations, or to postpone the effective date of 
NSCC’s registration. Either course would have de- 





FOOTNOTE, Continued 


The court further suggested that competitive bid- 
ding is appropriate to stimulate competition among 
facilities managers and that competition among fa- 
cilities managers is of statutory concern. Although 
Section 17A of the Act does not mention competi- 
tion among facilities managers, the court appar- 
ently felt that the facilities manager, in actuality, 
conducts the operations of the clearing agencies 
and that the registered entity is only a “shell.” 
While the Commission recognizes that a facilities 
manager may perform all or part of a clearing 
agency's operations, the Commission does not be- 
lieve that the registered entity is a meaningless 
shell. The registered entity is the policy-making 
body and has the ultimate responsibility for the op- 
eration of the clearing agency, including such stat- 
utory responsibilities as admission and discipline 
of participants. In contrast, although a facilities 
manager performs all or part of a clearing agen- 
cy’s operations, the facilities manager does not 
establish policy and does not have participants. In 
addition, it would appear inappropriate to charge a 
facilities manager which such statutory responsi- 
bilities under Section 17A as such as discipline 
and due process guarantees. 


158/SEC DOCKET 


layed NSCC’s operations and the benefits that 
those operations were seen as bringing to the na- 
tional clearance and settlement system.®® 


Finally, the Commission recognizes that, although 
NSCC’s participants did not have a voice in the in- 
itial selection of SIAC, certain changes were made 
in the SIAC-NSCC contract during the NSCC reg- 
istration procedure to enable NSCC’s participants 
to monitor SIAC’s operation, and, if necessary, to 
replace SIAC. For example, a buy-out provision ef- 
fective any time after the first two years of the 
merger was included in the contract. Also, SIAC is 
obligated to use its best efforts to implement any 
change in the system requested by NSCC during 
the term of the contract. In addition, SIAC has to 
report regularly to NSCC on its performance. 
NSCC also has the right to inspect SIAC’s opera- 
tions, including reviewing SIAC’s record in re- 
sponding to fluctuating volume and adapting its 
system to meet the needs of NSCC’s participants. 


The Commission therefore believes that, although 
certain benefits may have accrued from NSCC’s 
putting its facilities management contract out for 
competitive bidding at the time of NSCC’s regis- 
tration, those potential benefits were outweighed 
by the benefits of allowing NSCC to begin opera- 
tions immediately with SIAC as facilities mana- 
ger.®9 





68Among the benefits that the Commission saw 
flowing from NSCC’s registration were one ac- 
count settlement, same day turnaround and lower 
clearing costs. See generally, pages 52-96 of 
NSCC’s registration order, 42 FR at 3926-3934. 
Subsequent events, including this litigation, how- 
ever, prevented NSCC from consolidating its oper- 
ations as quickly as had been projected. 


69In reaching this decision the Commission recog- 
nizes that SIAC is owned by two of NSCC’s three 
parent corporations and that SIAC’s board of di- 
rectors is drawn from the same participant base as 
NSCC’s. While the Commission recognizes that 
common ownership between a clearing agency 
and a facilities manager could influence inappro- 
priately the process by which a facilities manager 
is selected, the Commission has no evidence that 
the relationship resulted in NSCC inappropriately 
selecting SIAC. The Commission also recognizes 
that NSCC is a user-controlled entity. 
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(ii) Competitive Bidding as a Regulatory Device 


Since the time of NSCC’s initial registration, 
NSCC has, to a large extent, safely consolidated 
its operations into a single division, although it still 
must process OTC and listed transactions through 
separate processing streams. Therefore, the spe- 
cial factors militating in favor of NSCC’s initial se- 
lection of SIAC without competitive bidding are, for 
the most part, no longer present. Accordingly, the 
Commission has expanded the scope of its con- 
sideration of the competitive bidding issue. As will 
be discussed below, the Commission has con- 
cluded that it is not necessary at the present time 
to impose a competitive bidding requirement on 
NSCC as a prophylactic regulatory device. 


As a general matter, the Commission believes that 
NSCC has incentives to minimize costs.’”° While 
the Commission recognizes that NSCC currently 
has the largest share of the market in clearing eq- 
uity and corporate debt transactions, the Commis- 
sion believes that other clearing agencies provide 
marketplace discipline for NSCC, as does the po- 
tential for new entry.”1 The Commission also be- 
lieves that there is the potential for new entry in 
areas other than the processing of equity and cor- 
porate debt securities. An example of such an 
area is the processing of municipal securities, 
where both Bradford and NSCC recently began 
providing automated systems. The Commission 
also recognizes the possibility that, once new en- 
trants in areas other than the processing of equity 





70As discussed, Professors Langbein and Posner 
initially argued that NSCC had a perverse incen- 
tive for increasing its costs and that competitive 
bidding was necessary to force NSCC to make ef- 
ficient procurement decisions. In response to Pro- 
fessor Hay’s comments, however, they retreated 
somewhat from that position to argue that, al- 
though NSCC does not have a perverse incentive 
to increase costs, it nevertheless is so sufficiently 
shielded from competition that it has little incentive 
to minimize costs and that competitive bidding is a 
necessary regulatory requirement. 


71 As discussed, the regional clearing corporations 
currently are offering services competitive with 
those offered by NSCC and are in reasonably 
good economic condition. See generally notes 
58-59 and accompanying text. 


Volume 22, No. 2, March 10, 1981 


and corporate debt transactions have become es- 
tablished, they subsequently could expand their 
systems to compete with NSCC in the processing 
of equity and corporate debt securities. 


Furthermore, the Commission believes that 
NSCC’s board of directors has incentives to mini- 
mize NSCC’s costs. While the Commission agrees 
with Professors Langbein and Posner that any 
savings accruing to NSCC due to improvements 
initiated by the board of directors generally would 
be passed on proportionately to NSCC members, 
those costs savings would enhance NSCC’s com- 
petitive posture vis a vis other clearing agencies 
and would enhance NSCC’s members’ competitive 
posture vis a vis members of other clearing 
agencies. In addition, although clearing fees gen- 
erally are a small percentage of a broker-dealer’s 
overall costs, improving the efficiency of the clear- 
ing system can result in significant cost savings in 
a participant’s back office, particularly in the 
financing costs of settling transactions. 


Under these circumstances the Commission has 
been unable to conclude that there is a single 
method of procuring services that is sufficiently 
superior that it should be imposed on NSCC at this 
time as a prospective regulatory requirement un- 
der Section 17A of the Act.’”* For example, a com- 
petitive bidding requirement could preclude NSCC 
from considering alternative methods of con- 
ducting its operations such as internalizing its op- 
erations. All other registered clearing agencies 
have internalized all or part of their operations. 
Even if NSCC were to continue to use a facilities 
manager to conduct all or part of its operations, 
however, competitive bidding may not be the best 
method of procurement in all circumstances due to 
the cost of preparing specifications for the bidding 
process and the inflexibility in a competitive bid- 
ding process.’ 





72As discussed below, however, the Commission 
has concluded that it does have the authority un- 
der Section 17A to impose a competitive bidding 
requirement on clearing agencies and that a com- 
petitive bidding requirement may be appropriate 
under certain circumstances. 


73For example, a negotiated contract might be a 
more efficient means of procuring services. 
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As a result, in the absence of evidence that NSCC 
has made in appropriate procurement decisions, 
the Commission does not believe it is necessary to 
take the prophylactic regulatory step of requiring 
NSCC to use competitive bidding. 


Although the Commission has been unable to con- 
clude that it is necessary to impose a competitive 
bidding process on NSCC as a prophylactic 
regulatory device, the Commission recognizes that 
the initial five year term of the NSCC-SIAC con- 
tract will expire in December 1981. Prior to that 
time, NSCC will have to determined whether to re- 
tain SIAC, select another facilities manager or 
internalize all or part of its operation. As discussed 
by the court, NSCC’s decisions on how to conduct 
its operations are subject to the requirements of 
Section 17A of the Act and are reviewable by the 
Commission.’4 As a means of assisting the Com- 
mission in that review, the Commission will require 
NSCC to prepare a report describing its decision- 
making process. As part of that report, NSCC 
should identify alternative methods of conducting 
its clearing operations either that it investigated on 
its own or that were presented to it by others. Fur- 
thermore, NSCC should explain its rationale for 
that decision, including discussing the reasons for 
rejecting alternatives it did not select.’5 


Finally, although the Commission has determined 
not to impose a competitive bidding requirement 
on NSCC as a prophylactic regulatory device, the 
Commission reserves the right to take any appro- 
priate action, including requiring NSCC to use 





74590 F.2d at 114. The Commission rejects 
NSCC’s argument that an NSCC decision to 
internalize its operations is purely a matter of busi- 
ness judgment and not subject to review. As dis- 
cussed, the Court of Appeals stated that the Com- 
mission must review an exercise of business 
judgment that may “affect the realization of the na- 
tional clearing system envisioned by Congress 
.... The Commission believes that a decision by 
NSCC to internalize its operations would be such 
an exercise of business judgment. 


75The Commission believes that it particularly is 
important that NSCC consider alternatives to SIAC 
in light of Bradford’s continuing contention that it 
can provide services comparable to SIAC at lower 
cost. 
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competitive bidding, if at any time in the future the 
Commission determines that NSCC’s procurement 
decisions are not in accordance with Section 17A 
of the Act. 


DETERMINATIONS AND DIRECTIVES 


In accordance with the provisions of Section 19 
and 17A of the Act and the directives of the United 
States Court of Appeals for the District of Colum- 
bia Circuit in Bradford National Clearing Corpora- 
tion et al v. Securities and Exchange Commission 
et al., 590 F.2d 1085 (D.C. Cir. 1978), the Com- 
mission has reconsidered NSCC’s use of the 
pricing policy known as geographic price 
mutualization and NSCC’s selection of SIAC as 
the facilities manager of its consolidated system 
without competitive bidding. After doing so, the 
Commission has determined that NSCC’s use of 
GPM, as described in NSCC’s reply to the Com- 
mission’s request for comments on the remand, 
and NSCC’s initial selection of SIAC as its facili- 
ties manager without competitive bidding are con- 
sistent with the requirements of the Act. 


It therefore is ordered that NSCC’s temporary reg- 
istration as a clearing agency be affirmed subject 
to the terms and conditions in the initial order 
granting NSCC registration as a clearing agency, 
Securities Exchange Act Release No. 13163 (Jan- 
uary 13, 1977), and in this order. 


It is further ordered that: 


(i) NSCC shall submit to the Commission a new 
fee schedule pursuant to Section 19(b) of the Act 
and Rule 19b-4 thereunder. In submitting that fee 
schedule, NSCC shall provide data in support of 
its representation that it will operate a branch of- 
fice only as long as the branch office produces 
revenues sufficient to cover the costs of operating 
the branch office. That data shall include the reve- 
nues generated by each branch office, the costs of 
operating each branch office and the methods by 
which those costs were derived. NSCC also shall 
set forth the specific criteria and methodology of 
allocating costs and revenues to branch offices 
and have its independent auditor verify that 
NSCC’s criteria and methodology are not incon- 
sistent with generally accepted accounting princi- 
ples and that NSCC correctly applied that criteria 
and methdology. NSCC shall include not only the 
variable short-term costs of operating the branch 
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office, but also the long-run incremental costs ne- 
cessitated by branch operations; and 


(ii) Before making its final determination on how 
to conduct its clearing operations at the termina- 
tion of the initial five-year term of the NSCC-SIAC 
contract, NSCC shall submit a report to the Com- 
mission describing NSCC’s decision-making proc- 
ess. That report shall be submitted by October 15, 
1981, 60 days prior to the expiration of NSCC’s fa- 
cilities management contract. As part of that re- 
port, NSCC shall identify the alternative methods 
of conducting its clearing operations that it either 
investigated on its own or that were presented to it 
by others. In addition, NSCC shall explain its ra- 
tionale for that decision, including a discussion of 
the reasons the alternatives it did not select were 
rejected. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17563/February 20, 1981 


The Securities and Exchange Commission an- 
nounced, pursuant to Section 12(k) of the Securi- 
ties Exchange Act of 1934 (‘Exchange Act”), the 
single ten-day suspension of over-the-counter 
trading for the period commencing on February 
20, 1981 at 9:30 a.m. and terminating at midnight 
on March 1, 1981 of the securities of Black Hawk 
Resources Company (‘‘Black Hawk’), located at 
378 Campbell Road, Wall, New Jersey 07719. 


On February 4, 1981 The Commission ordered a 
suspension of trading in the securities of Black 
Hawk which terminated at midnight February 13, 
1981. At that time the Commission announced its 
concerns about recent unusual and unexplained 
market activity in the securities of Black Hawk in 
view of the lack of adequate current information 
concerning the affairs of the company. 


The Commission ordered this second suspension 
in Black Hawk’s securities as a result of separate 
concerns related to the fact that Black Hawk is 
unable to presently provide for the transfer of its 
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securities and does not have custody or control of 
its transfer records. 


If any broker-dealer or other person has any infor- 
mation which they believe would be useful to the 
Commission relating to this matter, they should 
contact the Washington Office of the Securities 
and Exchange Commission at (202) 272-2254. 


The Commission cautions brokers, dealers, share- 
holders and prospective purchasers that they 
should carefully consider the foregoing information 
along with all other currently available information 
and any information subsequently issued by the 
Company. 


Furthermore, brokers and dealers should be 
aware of the fact that, pursuant to Rule 15c2-11 
under the Exchange Act, at the termination of the 
trading suspension, no quotation may be entered 
unless and until they have strictly complied with all 
the provisions of such rule. If any broker or dealer 
has any questions as to whether or not he has 
complied with such rule, he should not enter any 
quotation but immediately contact the staff of the 
Division of Enforcement in Washington, D.C. If any 
broker or dealer is uncertain as to what is required 
by Rule 15c2-11, he should refrain from entering 
quotations relating to the securities in question un- 
til such time as he has familiarized himself with 
such rule and is certain that all of its provisions 
have been met. If any broker or dealer enters any 
quotation which is in violation of such rule, the 
Commission will consider the need for prompt en- 
forcement action. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17564/February 20, 1981 


Net Capital Requirements for Brokers and Dealers 


ACTION: Proposed rule amendments and solicita- 
tion of public comments. 


SUMMARY: The Commission is proposing amend- 
ments to its net capital requirements for brokers or 
dealers which will affect particularly those brokers 
and dealers who are also registered with the Com- 
modity Futures Trading Commission (the “CFTC’”) 
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as futures commission merchants (“BD-FCMs’). 
The proposed amendments are intended to con- 
form the Commission’s rule to certain recent 
amendments adopted by the CFTC to its net capi- 
tal rule. 


DATE: Comments to be received by April 1, 1981. 


ADDRESSES: All comments should be submitted 
in triplicate and addressed to George A. 
Fitzsimmons, Secretary, Securities and Exchange 
Commission, 500 North Capitol Street, 
Washington, D.C. 20549. All comments should re- 
fer to file No. S7-874 and will be available for pub- 
lic inspection at the Commission’s Public Refer- 
ence Room, 1100 L Street, N.W., Washington, 
D.C. 


FOR FURTHER INFORMATION CONTACT: 
Gregory N. Smith, Division of Market Regulation, 
(202) 272-2368, 500 North Capitol Street, 
Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: In 1978, the 
CFTC made substantial revisions to its net capital 
rule. That rule affects brokers and dealers in secu- 
rities who are also registered with the CFTC as fu- 
tures commission merchants (‘““FCMs’). The CFTC 
at that time incorporated by reference the Com- 
mission’s net capital rule applicable to securities 
transactions. In an effort to avoid duplicative com- 
putations by brokers and dealers, the Commission 
in turn amended its rule to conform in the main to 
those provisions of the CFTC’s rule which deal 
with the commodity futures business." 


After a four-month comment period, the CFTC re- 
cently adopted further amendments to its rule re- 
garding the treatment of undermargined accounts 
and debit/deficit accounts, and the treatment of 
collateral used to secure receivables. The CFTC 
received a number of comments to the proposed 
amendments which are discussed in its adopting 
release.2 The amendments appear to be reasona- 
ble modifications of the present rule designed to 
moderate excessive extensions of credit by FCMs 





'Securities Exchange Act Release No. 15898 
(June 5, 1979), 17 SEC Docket 810. 


245 FR 79416. 
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in connection with transactions in commodities 
and commodity futures. 


The amendments which are being proposed here- 
in relate to the net capital treatment of 
undermargined commodity futures accounts and 
commodity futures accounts which liquidate to a 
deficit or contain a debit ledger balance. Amend- 
ments are also being proposed herein which relate 
to the use of any non-cash asset to secure com- 
modity related receivables of the broker-dealer.® 
These proposals mirror the amendments adopted 
by the CFTC. The amendments would all affect 
Appendix B of the Commission’s net capital rule 
relating to commodities transactions. 


UNDERMARGINED ACCOUNTS 


The first proposed change to Appendix B would 
shorten the period within which a BD-FCM may 
offset charges to net capital for undermargined 
customer commodity futures accounts with current 
calls for margin. At present, when such an account 
becomes undermargined, the BD-FCM must take 
charge to net capital for the amount the account is 
undermargined only after five business days (as- 
suming a margin call has been issued). The pro- 
posed amendment would lower this period to three 
business days.* The present rule contemplates 





3The CFTC also adopted an amendment to its net 
capital rule which eliminates the “aggregate in- 
debtedness” method of computing a firm’s net 
capital requirement. The Commission has solicited 
comment on the feasibility of eliminating this meth- 
od in Securities Exchange Act Release No. 17208 
(October 9, 1980) although no rule amendment 
was proposed at that time. 


4The proposed amendment will not alter the pres- 
ent method of counting days. Under the present 
five day rule, assuming market movement on Mon- 
day caused an account to become undermargined, 
a margin call would be issued on Tuesday and 
Wednesday would be counted as day one. If the 
margin call were not met, the BD-FCM must take a 
charge to net capital as of the close of business 
Tuesday the following week. The proposal would 
require the charge to be taken as of the close of 
business Friday of the same week. If no margin 
call is made, a charge for the undermargined ac- 
count is made immediately. 
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that the five day period should be lowered in 
stages, first, to four business days beginning in 
1981, and then to three business days beginning 
in 1983. The proposal accelerates the adoption of 
the three day standard by two years. 


DEBIT/DEFICIT ACCOUNTS 


The second amendment proposed relates to 
unsecured commodity futures or option accounts 
consisting of a ledger balance and open trades 
which, when combined, would liquidate to a deficit, 
or which contain a debit ledger balance only. The 
present rule requires a charge to net capital for the 
amount of the deficit or debit balance, to be offset 
by margin calls outstanding one business day or 
less. The BD-FCM must collect the deficit or debit 
balance by the close of the second business day 
following the adverse market movement giving rise 
to the situation before the charge must be made. 
The proposed amendment would accelerate this, 
requiring the charge to be taken as of the close of 
business the day following the market movement 
which caused the debit/deficit account. 


VALUATION OF COLLATERAL 


The third proposed amendment to Appendix B re- 
lates to the value of collateral securing any loan, 
advance or other form of receivable arising from 
commodity-related transactions. The present rule 
allows the collateral to be valued at 100% of its 
market value for purposes of determining whether 
the receivable is secured. The proposal would re- 
quire the broker-dealer to consider the receivable 
secured only after making the percentage deduc- 
tions (“haircuts”) required if the collateral were 
owned by the broker-dealer. Under a related pro- 
posal, the value attributed to any non-cash item 
deposited with the BD-FCM to margin, guarantee 
or secure a commodity futures account will be the 
lesser of (A) the value attributable to the asset 
pursuant to the margin rules of the applicable 
board of trade, or (B) the market value of the asset 
reduced by the appropriate haircut.° 





5 Thus, if the broker-dealer had a $100,000 receiv- 
ble collateralized by $100,000 worth of gold, the 
gold would be subject to a 20% haircut and the 
value would be reduced by $20,000. If related to a 
commodity futures account and gold were valued 
by the applicable board of trade at 50% of its mar- 
ket value, its value would be reduced by $50,000. 
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REGULATORY FLEXIBILITY ACT CONSIDERA- 
TIONS 


The Chairman of the Commission has certified, 
pursuant to the Regulatory Flexibility Act, that the 
proposed amendments to Rule 15c3-1, if adopt- 
ed, will not have a significant economic impact on 
a substantial number of small entities.® 


STATUTORY BASIS AND COMPETITIVE CON- 
SIDERATIONS 


Pursuant to the Securities Exchange Act of 1934 
and particularly Sections 15(c)(3) and 23(a) there- 
of, 15 U.S.C. §780(c)(3) and 78w(a), the Commis- 
sion proposes to amend §240.15c3-1 in Chapter 
Il of Title 17 of the Code of Federal Regulations in 
the manner set forth below. The Commission be- 
lieves that any burden imposed upon competition 
by the proposed amendments is necessary in fur- 
therance of the purposes of the Act, and particu- 
larly to implement the Commission’s continuing 
mandate under Section 15(c)(3) thereof to provide 
minimum safeguards with respect to the financial 
responsibility of brokers and dealers. 


TEXT OF PROPOSED AMENDMENTS 


It is proposed to amend 17 CFR Part 240 by 


amending paragraphs (a)(3)(ii), (a)(3)(xii), 
(a)(3)(xiii) and (a)(3)(xviii) of §240.15c3-1b as fol- 
lows: 


PART 240—GENERAL RULES AND REGULA- 
TIONS, SECURITIES EXCHANGE ACT OF 
1934. 





&Section 601(3) of the Regulatory Flexibility Act 
defines the term ‘small business” as having “the 
same meaning as the term ‘small business con- 
cern’ under Section 3 of the Small Business Act” 
unless an agency, pursuant to specified proce- 
dures, establishes one or more alternative defini- 
tions of such term. For purposes of the proposed 
amendments to Rule 15c3-1, the Chairman has 
employed the definition of small business con- 
tained in Section 3 of the Small Business Act and 
the rules thereunder, i.e., as a service industry its 
receipts do not exceed $2 million annually (13 
CFR 121.3-10(d)(1)). 
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§240.15c3-1b Adjustments to net worth and ag- 
gregate indebtedness for certain commodities 
transactions (Appendix B to 17 CFR 
240.15c3-1). 


(a) xe 
(3) x kk 


(ii) Deduct any unsecured commodity futures or 
option account containing a ledger balance and 
open trades the combination of which liquidates to 
a deficit or containing a debit ledger balance only: 
Provided, however, Deficits or debit ledger bal- 
ances in unsecured customers’, non-customers’ 
and proprietary accounts which are the subject of 
calls for margin or other required deposits need 
not be deducted until the close of business on the 
business day following the date on which such 
deficit or debit ledger balance originated; 


* * * * 


(xii) Deduct for undermargined customer com- 
modity futures accounts the amount of funds re- 
quired in each such account to meet maintenance 
margin requirements of the applicable board of 
trade or, if there are no such maintenance margin 
requirements, clearing organization margin re- 
quirements applicable to such positions, after ap- 
plication of calls for margin, or other required de- 
posits which are outstanding three business days 
or less. If there are no such maintenance margin 
requirements or clearing organizations margin re- 
quirements on such accounts, then deduct the 
amount of funds required to provide margin equal 
to the amount necessary after application of calls 
for margin, or other required deposits outstanding 
three days or less to restore original margin when 
the original margin has been depleted by 50 per- 
cent or more. Provided, To the extent a deficit is 
deducted from net worth in accordance with para- 
graph (a)(3)(ii) of this Appendix B, such amount 
shall not also be deducted under this paragraph 
(a)(3)(xii). In the event that an owner of a custom- 
er account has deposited an asset other than cash 
to margin, guarantee or secure his account, the 
value attributable to such asset for purposes of 
this paragraph shall be the lesser of (A) the value 
attributable to such asset pursuant to the margin 
rules of the applicable board of trade, or (B) the 
market value of such asset after application of the 
percentage deductions specified in paragraph 
(a)(3)(ix) of this Appendix B or, where appropriate, 
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specified in (c)(2)(vi) or (c)(2)(vii) of §240.15c3-1 
of this chapter; 


(xiii) Deduct for undermargined non-customer and 
omnibus commodity futures accounts the amount 
of funds required in each such account to meet 
maintenance margin requirements of the applica- 
ble board of trade or, if there are no such mainte- 
nance margin requirements, clearing organization 
margin requirements applicable to such positions, 
after application of calls for margin, or other re- 
quired deposits which are outstanding two busi- 
ness days or less. If there are no such mainte- 
nance margin requirements or clearing 
organization margin requirements, then deduct the 
amount of funds required to provide margin equal 
to the amount necessary, after application of calls 
for margin, or other required deposits outstanding 
two days or less to restore original margin when 
the original margin has been depleted by 50 per- 
cent or more. Provided, To the extent a deficit is 
deducted from net worth in accordance with para- 
graph (a)(3)(ii) of this Appendix B such amount 
shall not also be deducted under this paragraph 
(a)(3)(xiii). In the event that an owner of a non- 
customer or omnibus account has deposited an 
asset other than cash to margin, guarantee or se- 
cure his account, the value attributable to such as- 
set for purposes of this paragraph shall be the 
lesser of (A) the value attributable to such asset 
pursuant to the margin rules of the applicable 
board of trade, or (B) the market value of such as- 
set after application of the percentage deductions 
specified in paragraph (a)(3)(ix) of this Appendix B 
or, where appropriate, specified in (c)(2)(vi) or 
(c)(2)(vii) of §240.15c3-1 of this chapter; 


* * * * 


(xviii) A loan or advance or any other form of re- 
ceivable shall not be considered ‘‘secured”’ for the 
purposes of paragraph (a)(3) of this Appendix B 
unless the following conditions exist: 


(A) The receivable is secured by readily 
marketable collateral which is otherwise 
unencumbered and which can be readi- 
ly converted into cash: Provided, how- 
ever, That the receivable will be consid- 
ered secured only to the extent of the 
market value of such collateral after ap- 
plication of the percentage deductions 
specified in paragraph (a)(3)(ix) of this 
Appendix B or, where appropriate, 
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specified in (c)(2)(vi) or (c)(2)(vii) of 
§240.15c3-1 of this chapter; and 


By the Commission. 


George A. Fitzsimmons 
Secretary 





REGULATORY FLEXIBILITY ACT 
CERTIFICATION 


|, Harold M. Williams, Chairman of the Securities 
and Exchange Commission, hereby certify pursu- 
ant to 5 U.S.C. 605(b) that the proposed amend- 
ments to Rule 15c3-1 set forth in Securities Ex- 
change Act Release No. 17564, if promulgated, 
will not have a significant economic impact on a 
substantial number of small entities. For purposes 
of the proposed amendments, | have employed 
the definition of small business contained in Sec- 
tion 3 of the Small Business Act and the rules 
thereunder, i.e., as a service industry its receipts 
do not exceed $2 million annually (13 CFR 
121.3-10(d)(1)). The reasons for this certification 
are that virtually all entities conducting the type of 
commodities business which the proposed amend- 
ments would affect must register with the Com- 
modity Futures Trading Commission (“CFTC”) as 
futures commission merchants (‘““FCMs’’). As 
such, they are subject to the CFTC’s net capital 
rule as amended. The proposed amendments 
merely conform the Commission’s net capital rule 
with certain recent amendments to the CFTC’s net 
capital rule. It would be under very rare circum- 
stances that the proposed amendments would 
have a significant impact on broker-dealers who 
are not registered as FCMs. If in fact there were 
impact on broker-dealers, particularly small 
broker-dealers, the number affected would not be 
substantial. 


Harold M. Williams, Chairman 


Dated: 2/20/81 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17565/February 20, 1981 


NOTICE OF FILING OF PROPOSED RULE 
CHANGE BY THE PHILADELPHIA STOCK EX- 
CHANGE, INC. 


File No. SR-Phix-81-1 


The Philadelphia Stock Exchange, Inc. (“Phix”) 
submitted on January 13, 1981 a proposed rule 
change under Rule 19b-4 to amend existing Phix 
Rules 100, 201, 203, and 214 and to promulgate 
new Phix Rules 500 through 505. The proposed 
amendments to Rules 100, 201, 203, and 214, 
combined with new Rules 500 and 501, would 
transfer to the Phix Allocation, Evaluation and Se- 
curities Committee the authority to appoint 
specialists and alternate specialists in equity secu- 
rities and specialists and registered options trad- 
ers in listed options. Proposed Rules 502, 503, 
504, and 505 also establish procedures for the pe- 
riodic review and evaluation of specialist perform- 
ance. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
February 23, 1981. In order to assist the Commis- 
sion to determine whether to approve the pro- 
posed rule change should be disapproved, inter- 
ested persons are invited to submit written data, 
views and arguments concerning the submission 
within 21 days from the date of publication in the 
Federal Register. Persons desiring to make writ- 
ten comments should file six copies thereof with 
the Secretary of the Commission, Securities and 
Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. Reference should be 
made to File No. SR—Phix—81-1. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the 
proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those 
which may be withheld from the public in accord- 
ance with the provisions of 5 U.S.C. §552, will be 
available for inspection and copying at the Com- 
mission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. Copies of the filing and of 
any subsequent amendments will also be availa- 
ble at the principal office of the above-mentioned 
self-regulatory organization. 
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For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17566/February 20, 1981 


NOTICE OF FILING OF PROPOSED RULE 
CHANGE BY PHILADELPHIA STOCK EX- 
CHANGE, INC. 


File No. SR-Phix-81-2 


The Philadelphia Stock Exchange, Inc. submitted 
on January 21, 1981, a proposed rule change un- 
der Rule 19b-—4 to facilitate the start-up of the Lim- 
it Order Information System (“LOIS”), an experi- 
mental system which would operate as a 
component of the Intermarket Trading System. 
LOIS is designed to achieve intermarket price pro- 
tection for “away from the market” public limit or- 
ders against inferior-priced executions. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
February 23, 1981. In order to assist the Commis- 
sion to determine whether to approve the pro- 
posed rule change or institute proceedings to de- 
termine whether the proposed rule change should 
be disapproved, interested persons are invited to 
submit written data, views and arguments con- 
cerning the submission within 21 days from the 
date of publication in the Federal Register. Per- 
sons desiring to make written comments should 
file six copies thereof with the Secretary of the 
Commission, Securities and Exchange Commis- 
sion, 500 North Capitol Street, Washington, D.C. 
20549. Reference should be made to File No. 
SR-Phix-81-2. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the 
proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those 
which may be withheld from the public in accord- 
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ance with the provisions of 5 U.S.C. §552, will be 
available for inspection and copying at the Com- 
mission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. Copies of the filing and of 
any subsequent amendments will also be availa- 
ble at the principal office of the above-mentioned 
self-regulatory organization. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17567/February 23, 1981 


NOTICE OF FILING OF APPLICATIONS FOR 
REGISTRATION OF CLEARING AGENCIES 
PURSUANT TO SECTION 17A OF THE SECURI- 
TIES EXCHANGE ACT OF 1934 


In Securities Exchange Act Release No. 16900 
(June 17, 1980), the Commission announced the 
publication of standards for the registration of 
clearing agencies in accordance with Section 
17A(b) of the Securities Exchange Act of 1934 
(the “Act’). That release also requested that each 
temporarily registered clearing agency submit a 
new registration application. In response to that 
request, the following temporarily registered clear- 
ing agencies have recently filed new registration 
applications consisting of Forms CA-1 (17 CFR 
§249b.200), along with proposals to comply with 
the standards, or in certain cases, alternatives 
thereto or exemptive requests from the statutory 
criteria of Section 17A(b)(3) of the Act: 


The Depository Trust Company—File No. 600-1 


Bradford Securities Processing Services, 
Inc.—File No. 600-2 


Stock Clearing Corporation of Philadelphia—File 
No. 600-4 


Boston Stock Exchange 


Clearing 
Corporation—File No. 600-5 
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Midwest Securities Trust Company—File No. 
600-7 


The Options Clearing Corporation—File No. 
600-8 


Midwest Clearing Corporation—File No. 600-9 


Pacific Securities Depository Trust 
Company—File No. 600-10 


Pacific Clearing Corporation—File No. 600-11 


National Securities Clearing Corporation—File No. 
600-15 


New England Securities Depository Trust 
Company—File No. 600-16 


Philadelphia Depository Trust Company—File No. 
600-19! 


Interested persons are invited to submit written 
data, views and arguments concerning the forego- 
ing applications within sixty days from the date of 
publication of this notice in the Federal Register. 
Such written data, views and arguments will be 
considered by the Commission in determining 
whether to grant or deny full registration in accord- 
ance with Sections 17A(b) and 19(a)(1) of the Act. 
Persons desiring to make written submissions 








' These twelve clearing agencies were previously 
granted temporary registration in accordance with 
paragraph (c)(1) of Rule 17Ab2-1 under Section 
17A of the Act (17 CFR §240.17Ab2-1). Thereaft- 
er, aS required by Rule 17Ab2-1, the Commission 
instituted proceedings to determine whether to 
grant or deny registration at the expiration of the 
temporary registrations. General background in- 
formation concerning the temporary registrations, 
the extensions of the registrations and the institu- 
tion of proceedings is contained in Securities Ex- 
change Act Release Nos. 13584 (June 1, 1977), 
42 FR 30065 (June 10, 1977); 13664 (June 23, 
1977); 42 FR 33394 (June 30, 1977); 13911 (Au- 
gust 31, 1977); 14531 (March 6, 1978), 43 FR 
10288 (March 10, 1978); 16294 (October 24, 
1979); 16900 (June 17, 1980), 45 FR 41920 (June 
23, 1980) and 16998 (July 23, 1980), 45 FR 51030 
(July 31, 1980). 
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should file six copies thereof with the Secretary of 
the Commission, Securities and Exchange Com- 
mission, 500 North Capitol Street, Washington, 
D.C. 20549. Reference should be made to the ap- 
propriate file number. 


Copies of the applications and of all written com- 
ments will be available for inspection at the Secu- 
rities and Exchange Commission’s Public Refer- 
ence Room, 1100 L Street, N.W. Washington, 
D.C. 20006. 


For the Commission, by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17568/February 24, 1981 


In the Matter of 


New York Stock Exchange, Inc. 
11 Wall Street 
New York, New York 10005 


American Stock Exchange, Inc. 
86 Trinity Place 
New York, New York 10006 


File Nos. SR-NYSE-80-11 
SR-Amex-80-6 


ORDER APPROVING PROPOSED RULE 
CHANGES 


|. Introduction and Summary 


On May 5, 1980, the Commission instituted pro- 
ceedings pursuant to Section 19(b)(2) of the Secu- 
rities Exchange Act of 1934 (“‘Act’’)' to determine 





115 U.S.C. 78s(b)(2). 
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whether to disapprove proposed rule changes? 
filed by the New York Stock Exchange, Inc. 
(“NYSE”) and the American Stock Exchange, Inc. 
(‘‘Amex’’) to make permanent their respective 
rules regarding Registered Competitive Market 
Makers (‘““RCMMs’) and Registered Equity Market 
Makers (‘““REMMs’’).? The Commission has deter- 
mined that the proposed rules are consistent with 
the Act and the rules thereunder, and in particular 
Section 6(b)(5) of the Act, since the RCMM and 
REMM programs are designed to facilitate more 
liquid and competitive markets on the respective 
exchanges and, thereby, to remove impediments 
to and perfect the mechanism of a free and open 
market. Accordingly, the Commission has deter- 
mined to approve the proposed rule changes. 
While the Commission is unable to conclude that 
RCMMs and REMMs qualify for the market maker 
exemption from the proprietary trading restrictions 
of Section 11(a) of the Act, because the Commis- 
sion has concluded that the RCMM and REMM 
programs may add some depth and liquidity to 
their respective markets and do not appear to 
have any negative impact on those markets, the 
Commission, by rule, is granting RCMMs and 
REMMs an exemption from the statutory prohibi- 
tion pursuant to Section 11(a)(1)(H) of the Act.4 


Il. Background 


The RCMM (NYSE Rule 107) and REMM (Amex 
Rule 114) programs have been in effect on a pilot 
basis since May 1, 1978.5 The programs were de- 





2Notice of the commencement of this proceeding 
was given by the issuance of Securities Exchange 
Act Release No. 16781 (May 5, 1980). Interested 
persons were invited to submit written data, views 
and arguments as well as rebuttals to any such 
submissions. 


3File Nos. SR-NYSE-80-11 and SR-Amex-80-6. 


4See Securities Exchange Act Release No. 17569 
(February 24, 1981). 


‘Securities Exchange Act Release No. 14718 
(May 1, 1978), 45 FR 19738 (File Nos. SR- 
NYSE-78-24, and SR-Amex-78-10). 


In approving the pilot programs, the Commission 
stated that it would look at the actual conduct of 
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vised to avoid the effects of Section 11(a) of the 
Act, adopted in 1975, which prohibits proprietary 
trades by exchange members except pursuant to 
specific exemptions contained therein.® It was en- 
visioned that members who previously had func- 
tioned as floor traders on the NYSE and Amex, 
would qualify, as RCMMs and REMMs, for the ex- 
emption from the proprietary trading restriction for 
any “transaction by a dealer acting in the capacity 
of a market maker” (“market maker exemption’”).7” 


The rules permit RCMMs and REMMs to effect on- 
floor proprietary trades subject to a number of re- 
quirements. For example, a member registered as 
an RCMM or REMM is subject to an “affirmative” 
obligation to respond when “called-in” by a floor 
official, or by a floor broker holding an unexecuted 
customer order and to improve the market in a 
particular stock.2 RCMMs and REMMs also are 
subject to a “negative” obligation requiring that, 
whenever they make bids or offers or effect trans- 
actions, their activity must be conducted in a man- 





RCMMs and REMMs and that, if permanent ap- 
proval was sought, the Amex and NYSE would 
have to submit specific data demonstrating that 
RCMMs and REMMs performed a bona fide mar- 
ket making function. /d. at 12. 


6 Section 11(a) of the Act was amended by the Se- 
curities Acts Amendments of 1975, Pub. L. No. 
94-29 (June 4, 1975) (“1975 Amendments’), but 
was not to become effective until May 1, 1978. 
Subsequently, the Congress amended the effect- 
ive date and Section 11(a) become fully effective 
on February 1, 1979. 


7Section 11(a)(1)(A) of the Act. 


8RCMMs are obligated to respond to call-ins by 
floor officials or floor brokers by either (1) bidding 
or offering so as to narrow the spread by at least 
Ve of a point, or (2) improving depth by at least one 
unit of trading (100 shares) at the current bid of of- 
fer. 


REMMs on the Amex are subject to the same gen- 
eral obligations only if the bid or offer was quoted 
by the Amex specialist for his own account. 
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ner consistent with the maintenance of a fair and 
orderly market in the subject security.° 


After considering the October 1979, filings by the 
NYSE and Amex which sought permanent approv- 
al of the RCMM and REMM rules,'° the Commis- 
sion instituted proceedings pursuant to Section 
19{b)(2)(B) of the Act to determine whether to dis- 
approve the RCMM and REMM rules. In its order 
instituting disapproval proceedings, the Commis- 
sion stated that it was unable to conclude, based 
upon the data submitted by the NYSE and the 
Amex, that RCMMs and REMMs performed a 
bona fide market making function and, according- 
ly, that they qualified for the market maker exemp- 
tion under Section 11(a)(1)(A). The statistics 
submitted by the NYSE and the Amex indicated 
that the extent to which RCMMs and REMMs were 
called-in was extremely limited and the vast major- 
ity of their trading volume occurred in situations in 
which they had not been called-in to participate."' 
The Commission also stated its concern that, 
when trading on their own initiative, RCMMs and 
REMMs are free to engage in isolated trading not 
constituting the kind of regular and continuous 
course of dealings in a particular security normally 
associated with market making.'@ 





°RCMMs and REMMs generally are prohibited 
from reaching across the market to engage in 
destabilizing transactions. See NYSE Rule 
107B.10(ii) and Amex Rule 119.02(C). 


10File Nos. SR-NYSE-79-42 and SR-Amex-79-13. 
The NYSE and Amex initially sought permanent 
approval of the RCMM and REMM rules in June 
1979 (File Nos. SR-NYSE-79-27 and SR-Am- 
ex-79-9). However, the exchanges amended their 
filings to obtain only a nine-month extension of the 
pilots. 


1The statistics submitted by the NYSE showed 
that in excess of 90 percent of the average weekly 
RCMM share volume was self-initiated. Similarly 
Amex statistics showed that 100 percent of REMM 
volume for October 1979, and 96 percent of 
REMM volume for January 1980, was self- 
initiated. Amex REMMs are required to yield priori- 
ty to off-floor orders in establishing or increasing a 
position when initiating trades. 


12While NYSE RCMMs are permitted to trade as 
market makers in every security listed on the 
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lll. Summary of Submissions Received 
A. Comments of NYSE 


The NYSE stated that the Commission incorrectly 
focused upon the frequency of call-ins as a meas- 
ure of RCMMs’ market making performance since 
call-in statistics do not take into account those 
trades which would have resulted in a call-in but 
for the fact that the RCMM already was present in 
the crowd. In this regard, the NYSE suggested 
that a more appropriate measure of whether 
RCMMs perform a supplemental market making 
function is the ratio of RCMM responses to the 
number of times they are called-in. Further, the 
NYSE argued that RCMMs are an important 
source of competition to the specialist and, in view 
of the absence of any harmful effects resulting 
from their trading, that it would be contrary to the 
intent of the Act to eliminate RCMMs as a compet- 
itive element on the floor. The NYSE also asserted 
that the standards governing RCMMs meet or ex- 
ceed those of certain market makers in other ex- 
change markets and, therefore, a determination by 
the Commission that RCMMs are not market mak- 
ers for purposes of the Act would be inconsistent 
both with the Act’s policy in favor of equal regula- 
tion and the Equal Protection Clause of the Four- 
teenth Amendment to the Constitution. Finally, the 
NYSE stated that the Commission's interpretive 
exclusion of exchange members from the cover- 
age of the “natural person” exemption of Section 
11(a)(1)(E) is erroneous and therefore, that 
RCMMs should be permitted to trade pursuant to 
that exemption. 


B. Comments of the Amex 


The Amex also stated that the Commission incor- 
rectly relied upon the frequency of call-ins as a 
measure of market maker performance. The Amex 
argued that the essence of market making is to 
provide depth and liquidity to the market by en- 





NYSE (approximately 2,100), Amex REMMs are 
permitted to trade as market makers only in stocks 
in which they are registered (typically 10-15). 


The ability of RCMMs and REMMs to engage in 
this type of isolated trading is enhanced by their 
use of other floor brokers to execute their transac- 
tions. 
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gaging in transactions which generally are on the 
opposite side of the market in relation to the 
weight of public order flow, and stated that its 
rules assure that all trading my REMMs serves 
this function. The Amex also argued that REMMs 
have functioned as a competitive force to disci- 
pline trading by exchange specialists. 


IV. Discussion 


Section 19(b)(2) of the Act requires the Commis- 
sion to approve a proposed rule change of an ex- 
change if it finds that the proposal is consistent 
with the applicable requirements of the Act and the 
rules and regulations thereunder. The Commission 
must disapprove a proposed rule change if it is 
unable to make such a finding. 


The Commission has reviewed the submissions of 
the NSYE and the Amex and has found no addi- 
tional statistics or argument that lead it to con- 
clude that the trading activity of RCMMs and 
REMMs constitute transactions by a dealer acting 
in the capacity of a market maker, as required to 
qualify for the market maker exemption from Sec- 
tion 11(a). Nevertheless, the Commission be- 
lieves, on balance, that RCMMs and REMMs pro- 
vide the potential for sufficient benefits to their 
markets to warrant the continuation of the pro- 
grams. The Commission believes that RCMMs 
and REMMs contribute to the maintenance of fair 
and orderly markets when trading in response to 
call-ins, although such contribution presently is 
limited due to the infrequency with which the call- 
in obligation is invoked. Further, RCMMs and 
REMMs possess the potential add depth and li- 
quidity to their respective markets even when not 
responding to call-ins. Continuation of the pro- 
grams would preserve such potential and, in addi- 
tion, would assure maximum potential for competi- 
tion on the NYSE and Amex, consistent with the 
objectives of the 1975 Amendments. 


Moreover, the Commission has not been pre- 
sented with any information that leads it to con- 
clude at this time that RCMMs and REMMs have 
traded in a manner which is inconsistent with the 
maintenance of fair and orderly markets. All 
RCMM and REMM trading must be conducted in a 
manner consistent with the negative obligations 
contained in their respective rules designed to 
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minimize possible destabilizing aspects of their 
trading.'3 


Thus, RCMMs and REMMs are significantly limit- 
ed in their ability to “reach across the market” to 
effect destabilizing transactions. As a result, the 
potential for RCMM and REMM trades to accentu- 
ate short term price trends or otherwise be harmful 
to the markets appears to be minimal. 


IV. Conclusion 


For the reasons set forth above, the Commission 
has determined that the programs should be con- 
tinued. In addition, the Commission has deter- 
mined that the RCMM and REMM rules are con- 
sistent with the Act and rules thereunder, in 
particular the requirements of Section 6. However, 
because the Commission has concluded that 
RCMMs and REMMs do not act as market makers 
for purposes of Section 11(a)(1)(A) of the Act, the 
Commission has determined to exercise its au- 
thority under Section 11(a)(1)(H) of the Act to 
adopt a rule exempting RCMM and REMM trans- 
actions from Section 11(a)(1) of the Act and to ap- 
prove the NYSE and Amex proposed rule 
changes. 


IT IS THEREFORE ORDERED, pursuant to Sec- 
tion 19(b)(2) of the Act that the proposed rule 
changes (SR-NYSE-80-11 and Sr-Amex-80-6) be, 
and hereby are, approved. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








13See NYSE Rule 107.10(ii); Amex Rule 
114.02(c). 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17569/February 24, 1981 


Proprietary Trading Prohibition of Section 11(a)(1) 


ACTION: Adoption of final rules. 


SUMMARY: The Commission is adopting a final 
rule under the Securities Exchange of 1934 
(‘Act’) to exempt from the proprietary trading pro- 
hibition of Section 11(a)(1) certain transactions by 
Registered Competitive Market Makers and Regis- 
tered Equity Market Makers registered on the New 
York Stock Exchange and American Stock Ex- 
change respectively. 


EFFECTIVE DATE: On publication in the Federal 
Register. 


FOR FURTHER INFORMATION CONTACT: 


Stuart M. Strauss, Esquire 

Division of Market Regulation 
Securities and Exchange Commission 
Washington, D.C. 20549 

(202) 272-2413. 


SUPPLEMENTARY INFORMATION: Section 
11(a)(1) of the Act’ prohibits any member of a na- 
tional securities exchange from effecting any ex- 
change transaction for is own account, the ac- 
count of an associated person, or an account over 
which the member or an associated person exer- 
cises investment discretion, unless the transaction 
is covered by one of the specific exemptions set 
forth in paragraphs (A) through (G) of Section 
11(a)(1) or is exempt pursuant to a Commission 
rule adopted under paragraph (H) of that section.2 





115 U.S.C. 78k(a). 


2Paragraph (H) of Section 11(a)(1), 15 U.S.C. 
78k(a)(1)(H), provides that the general proprietary 
trading prohibition shall not apply to 


any other transaction of a kind which the 
Commission, by rule, determines is con- 
sistent with the pruposes of this para- 
graph, the protection of investors, and 
the maintenance of fair and orderly mar- 
kets. 
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The Commission has determined to approve on a 
permanent basis Rule 107 of the New York Stock 
Exchange (“NYSE”) and Rule 114 of the Ameri- 
can Stock Exchange.* Those rules require that 
Registered Competitive Market Makers 
(“RCMMs”) on the NYSE and Registered Equity 
Market Makers (‘“REMMs’”) on the Amex register 
with their exchanges and that, among other things, 
RCMMs and REMMs be subject to an “affirma- 
tive” obligation to respond when “called-in” by a 
floor official or a floor broker holding an unexe- 
cuted customer order, and to improve the market 
in a particular stock. In addition, all RCMM and 
REMM trading must be conducted in a manner 
consistent with certain negative obligations con- 
tained in their respective rules designed to mini- 
mize possible destabilizing aspects of their traing 
and to significantly limit their ability to “reach 
across the market” to effect destabilizing transac- 
tions. 


Although the Commission has determined that the 
RCMM and REMM tules generally are consistent 
with the Act and the rules thereunder, it is unable 
to conclude that RCMMs or REMMs qualify gener- 
ally for any of the specific exemptions to the gen- 
eral proprietary trading prohibition. Nevertheless, 
the Commission has determined that RCMMs and 
REMMs have the potential to provide sufficient 
benefits to their markets to warrant an exemption 
from the statutory prohibition pursuant to Section 
11(a)(1)(H) of the Act. Specifically, the Commis- 
sion believes that RCMMs and REMMs contribute 
to the maintenance of fair and orderly markets 
when trading response to call-ins, although such 
contribution presently is limited due to the infre- 
quency with which the call-in obligation is invoked. 
Further, the Commission believes that RCMMs 
and REMMs possess the potential to add depth 
and liquidity to their respective markets even when 
not responding to call-ins* and thus may add to 





3See Securities Exchange Act Release No. 17568 
(February 24, 1981). File Nos. SR-NYSE-80-11 
and SR-Amex-80-6. 


4Moreover, the Commission has not been pre- 
sented with any information that leads it to con- 
clude at this time that RCMMs and REMMs have 
traded in a manner which is inconsistent with the 
maintenance of fair and orderly markets. And, in 
light of the restrictions on their ability to effect 
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the potential for competition on the floors of both 
the NYSE and Amex, consistent with the competi- 
tive objectives of the Securities Acts Amendments 
of 1975.5 


In view of the potential contributions which 
RCMMs and REMMs can make to their respective 
markets and the absence of any discernible harm- 
ful effects from their trading, the Commission finds 
that adoption of a rule exempting transactions by 
RCMMs and REMMs from Section 11(a)(1) is con- 
sistent with the purposes of Section 11(a) of the 
Act, the protection of investors and the mainte- 
nance of fair and orderly markets. 


Effects on Competition 


For the reasons articulated above, the Commis- 
sion finds that the rule does not impose any bur- 
dens on competition not necessary or appropriate 
under the Act. In particular, the Commission be- 
lieves that the rule may promote competition on 
the NYSE and Amex floors. 


* * * * 


The Commission finds, pursuant to Section 4(b) of 
the Administrative Procedure Act,® good cause for 
dispensing with further notice and public proce- 
dure since the rule will not alter the status quo. In 
addition, notice of the subjects and issues ad- 
dressed by this rule have been provided in Securi- 
ties Exchange Act Release No. 14718 (May 1, 
1978) by which the Commission approved the 
RCMM and REMM programs on a pilot basis and 
which specifically solicited written comments with 
respect to both programs, and in Securities Ex- 
change Act Release No. 16781 (May 5, 1980) by 
which the Commission instituted disapproval pro- 
ceedings with respect to the NYSE and Amex pro- 
posed rule change seeking to make permanent the 





FOOTNOTE, Continued 


destablizing trades, it appears that the potential 
for RCMM or REMM trades to accentuate price 
trends or otherwise be harmful to the markets is 
minimal. See NYSE Rule 107.10(ii) and Amex 
Rule 114.02(e). 


5Pub. L. No. 94-29 (June 4, 1975). 


65 U.S.C. 553(b). 
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RCMM and REMM programs. Thus, further notice 
and public proceedings are unnecessary pursuant 
to Section 553(b) of the Administrative Procedure 
Act. 


Pursuant to Section 4(d) of the Administrative Pro- 
cedure Act,” the Commission is dispensing with 
the 30-day notice prior to the effectiveness of the 
rule since the rule is a substantive rule which 
grants an exemption from the Act. 


Text of Rule 


Pursuant to its authority under section 11(a)(1)(H) 
of the Act, the Commission hereby amends Part 
240 of Chapter II of Title 17 of the Code of Federal 
Regulations by adding § 240.11a1-—5 as follows: 


Part 240—GENERAL RULES AND REGULA- 
TIONS, SECURITIES EXCHANGE ACT OF 
1934 


§ 240.11a1-5—Transactions by registered com- 
petitive market makers and registered equity 
market makers. 


Any transaction by a New York Stock Exchange 
registered competitive market maker or an Ameri- 
can Stock Exchange registered equity market 
maker effected in compliance with their respective 
governing rules shall be deemed to be of a kind 
which is consistent with the purposes of section 
11(a)(1) of the Act, the protection of investors, and 
the maintenance of fair and orderly markets. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


February 24, 1981. 








75 U.S.C. 553(d). 


8P.L. 96-354, 94 STAT. 1167 (September 19, 
1980). 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17570/February 24, 1981 


A notice has been issued giving interested per- 
sons until March 16, 1981 to comment on the 
appication of the Midwest Stock Exchange for un- 
listed trading privileges in the common stock ($.10 
par value) of GEO INTERNATIONAL CORPORA- 
TION, which is listed and registered on one or 
more other national securities exchanges and is 
reported in the consolidated transaction reporting 
system. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17571/February 24, 1981 


In the Matter of Application of the 
Midwest Stock Exchange, Incorporated 


For Unlisted Trading Privileges 
Securities Exchange Act of 1934 


FINDINGS AND ORDER GRANTING APPLICA- 
TION FOR UNLISTED TRADING PRIVILEGES 


The Midwest Stock Exchange (“MSE”) has filed 
an application with the Commission pursuant to 
Section 12(f)(1)(B) of the Securities Exchange Act 
of 1934 (‘‘Act’’) and Rule 12f-1 [17 CFR 
240.12f-1] thereunder, for unlisted trading privi- 
leges in the following security which is listed on 
another national securities exchange: 


Sunstates Corporation 
Common Stock, $1 Par Value (File 
No. 7-5182)' 


The Commission finds that approval of the MSE’s 
application for unlisted trading privileges in this se- 
curity is consistent with the maintenance of fair 





1 Notice of this application was given by publica- 
tion in the Federal Register. 46 FR 11395 (Febru- 
ary 6, 1981). The Commission has received no 
comments with respect to this application. 


Volume 22, No. 2, March 10, 1981 


and orderly markets and the protection of invest- 
ors. As a national securities exchange registered 
with the Commission pursuant to Section 6 of the 
Act, the MSE is subject to the provisions of para- 
graph (b) of that section, and to the Commission's 
inspection authority and oversight responsibility 
under Sections 17 and 19 of the Act and the rules 
and regulations thereunder. In addition, transac- 
tions in the subject security, regardless of the mar- 
ket in which they occur, are reported in the consol- 
idated transaction reporting system contemplated 
by Rule 11Aa3-1 under the Act [17 CFR 
240.11Aa3-1]. The availability of last sale infor- 
mation for the subject security should contribute to 
pricing efficiency and to ensuring that transactions 
on the MSE are executed at prices which are rea- 
sonably related to those occurring in other mar- 
kets. Finally the Commission has received no 
comments indicating that the granting of this appli- 
cation would not be consistent with the mainte- 
nance of fair and orderly markets and the protec- 
tion of investors. The Commission further finds 
that approval of the MSE application will provide 
increased opportunities for competition among 
brokers and dealers and among exchange mar- 
kets consistent with the purposes of the Act and 
the objectives of the national market system. 


ACCORDINGLY, IT IS ORDERED, pursuant to 
Section 12(f)(1)(B) of the Act, that the application 
for unlisted trading privileges on the Midwest 
Stock Exchange in the above named security is 
hereby approved. 


For the Commission by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17572/February 24, 1981 


An order has been issued granting the application 
of THE WACKENHUT CORPORATION to with- 
draw its common stock ($.10 par value) from list- 
ing and registration on the American Stock Ex- 
change, Inc. 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17573/February 24, 1981 


An order has been issued granting the application 
of the American Stock Exchange to strike the 
common stock ($1 par value) of SPECIALTY RES- 
TAURANTS CORPORATION from listing and reg- 
istration thereon. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17574/February 25, 1981 


Regulation of Specialists 
ACTION: Final rules. 


SUMMARY: The Commission is amending Rule 
11b-1 under the Securities Exchange Act of 1934 
to eliminate duplicative requirements with respect 
to exchange rule changes relating to specialists 
and to clarify its application to options as well as 
stock specialists. 


EFFECTIVE DATE: March 31, 1981. 


FOR FURTHER INFORMATION CONTACT: Su- 
san M. Wilk, Esq., Division of Market Regulation, 
Securities and Exchange Commission, Room 338, 
500 North Capitol Street, Washington, D.C. 20549 
(202) 272-2841. 


SUPPLEMENTARY INFORMATION: Rule 11b-1 
[17 CFR 240.11b-1], adopted by the Commission 
in November 1964,’ pursuant to Section 11(b) of 
the Securities Exchange Act (‘‘Act’),? provides for 
the registration of specialists on national securities 
exchanges and prescribes certain minimum re- 
quirements concerning their regulation. Subsec- 
tions (a)(1) of the rule, which the Commission is 
amending, and (a)(3) which the Commission is 
deleting, require that national securities ex- 
changes file copies of their rules and rule changes 





' Securities Exchange Act Release No. 7625 (No- 
vember 23, 1964), 29 FR 15862. 


215 U.S.C. 78k(b). 
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relating to specialists with the Commission and set 
forth procedures for the Commission to follow in 
disapproving such rules or rule changes. As these 
procedures currently are prescribed by Section 
19(b) of the Act, 15 U.S.C. 78(b), and by Rule 
19b-4 [17 CFR 240.19b-4] thereunder, such pro- 
visions are unnecessary in Rule 11b-1. Thus, the 
Commission is deleting those provisions. 


Subsections (a)(2)(iv) and (b) of the rule, which 
the Commission is amending, currently refer to the 
responsibilities of a specialist with respect to the 
“stock or stocks” in which he is registered, while 
all other references in the rule are to “securities” 
activities. The Commission has determined to 
adopt a technical amendment to Rule 11b-1 which 
changes the terms “stock or stocks’ to “securi- 
ties” to clarify the applicability of the rule to op- 
tions specialists? on all national securities 
exchanges.‘ This has been the Commission’s 
long-standing interpretation of Rule 11b-1, and 
the use of the word “securities” will accurately re- 
flect this interpretation and will resolve any ex- 
isting amiguity as to the applicability of the rule to 
options exchanges. 


The amendment has been adopted without com- 
ment pursuant to Section 553(b) of the Administra- 





3 The term “specialist” also includes any market 
maker deemed to be or treated as a specialist for 
purposes of the Act by an exchange. 


4 Rule 11b-1 was adopted in 1964, nine years be- 
fore options were permitted to be traded on a na- 
tional securities exchange. Accordingly, while cer- 
tain national securities exchanges, including the 
Phildelphia and Pacific Stock Exchanges, were ex- 
empted from its provisions at that time, the Com- 
mission did not intend and has never interpreted 
these exemptions to extend to the options pro- 
grams of these national securities exchanges. In 
this regard, no national securities exchange has 
made an application pursuant to Section 11(c) of 
the Act to exempt its options program from the re- 
quirements of Rule 11b-1, nor is the Commission 
currently inclined to grant such an application. In 
any event, all of the options exchanges currently 
have rules designed to comply with the require- 
ments of Rule 11b-1. 
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tive Procedure Act (‘““APA’’).5 The Commission has 
determined that good cause exists for an excep- 
tion from the publication requirements of the APA 
in that the amendments are technical amendments 
to existing rules and are adopted to eliminate un- 
necessary provisions and to clarify the existing in- 
terpretation by the Commission that options spe- 
cialists come within the scope of the rule. As the 
amendments will not alter the existing regulatory 
framework, nor impose any burdens upon the reg- 
ulated parties, the Commission has determined 
that a comment period is unnecessary. Therefore, 
the amendments qualify for an exception and may 
be adopted in final form without being proposed 
for comment. 


For the reasons stated above, the Commission 
finds that the proposed amendment is appropriate 
in the public interest, for the protection of invest- 
ors, and otherwise in furtherance of the purposes 
of the Act. Accordingly, the Commission, acting 
pursuant to its authority under Section 23(a)(1) of 
the Act,® hereby amends Part 240 of Chapter I! of 
Title 17 of the Code of Federal Regulations by 
revising paragraphs (a)(1) and (a)(2)(iv), deleting 
paragraph (a)(3), and revising paragraph (b) of 
§240.11b-1 as follows: 


PART 240—GENERAL RULES AND REGULA- 
TIONS, SECURITIES EXCHANGE ACT OF 
1934 


§240.11b-1 Regulation of specialists. 


(a)(1) The rules of a national securities exchange 
may permit a member of such exchange to regis- 
ter as a specialist and to act as a dealer. 





55 U.S.C. 551 et seq. Section 553(b) provides 
that an agency must publish general notice of pro- 
posed rule making in the Federal Register, unless 
at least one of two possible exemptions is availa- 
ble. The exceptions extend to: (1) “interpretative 
rules, general statements of policy, or rules of 
agency organization, procedure, or practice; and 
(2) situations “when the agency for good cause 
finds ... that notice and public procedure thereon 
are impracticable, unnecessary, or contrary to the 
public interest.” 


615 U.S.C. 78w(a)(1). 
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(2) ~~ 


(iv) Provisions stating the responsibilities of a 
specialist acting as a broker in securities in which 
he is registered; and 


(v) a 2 * 


(b) If after appropriate notice and opportunity for 
hearing the Commission finds that a member of a 
national securities exchange registered with such 
exchange as a specialist in specified securities 
has, for any account in which he, his member or- 
ganization, or any participant therein has any ben- 
eficial interest, direct or indirect, effected transac- 
tions in such securities which were not part of a 
course of dealings reasonably necessary to permit 
such specialist to maintain a fair and orderly mar- 
ket, or to act as an odd-lot dealer, in the securities 
in which he is registered and were not effected in 
a manner consistent with the rules adopted by 
such exchange pursuant to paragraph (a)(2)(iii) of 
this section, the Commission may by order direct 
such exchange to cancel, or to suspend for such 
period as the Commission may determine, such 
specialist’s registration in one or more of the secu- 
rities in which such specialist is registered: Provid- 
ed, however, If such exchange has itself suspend- 
ed or cancelled such specialist's registration in 
one or more of the securities in which such spe- 
cialist is registered, no further sanction shall be 
imposed pursuant to this paragraph (b) except ina 
case where the Commission finds substantial or 
continued misconduct by a specialist; And provid- 
ed, further, That the provisions of this paragraph 
(b) shall not apply to a member of a national secu- 
rities exchange exempted pursuant to the provi- 
sions of paragraph (d) of this section. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17575/February 25, 1981 


SEE 


SECURITIES ACT OF 1933 
Release No. 6293/February 25, 1981 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 17576/February 26, 1981 


ACCOUNTING SERIES 
Release No. 288/February 26, 1981 


Administrative Proceeding File No. 3-6009 
In the Matter of 


KENNETH LEVENTHAL & COMPANY 
JOSEPH F. KING 


OPINION AND ORDER PURSUANT TO RULE 
2{e) OF THE COMMISSION’S RULES OF PRAC- 
TICE 


This Opinion and Order under Rule 2(e)(1)' of the 
Commission’s Rules of Practice [17 C.F.R. 
§ 201.2(e)(1)] arises out of certain audits of finan- 
cial statements of Emersons, Ltd. (“Emersons” or 
the “company”). The audits were performed by 
Kenneth Leventhal & Company (‘“KL&Co.”’), a 





'Rule 2(e)(1) provides as follows: 


The Commission may deny, temporarily 
or permanently, the privilege of ap- 
pearing or practicing before it in any 
way to any person who is found by the 
Commission after notice of and opportu- 
nity for hearing in the matter (i) not to 
possess the requisite qualifications to 
represent others, or (ii) to be lacking in 
character or integrity or to have en- 
gaged in unethical or improper profes- 
sional conduct, or (iii) to have willfully 
violated, or willfully aided and abetted 
the violation of any provision of the Fed- 
eral securities laws [15 U.S.C. §§ 77a 
to 80b-20], or the rules and regulations 
thereunder. 
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partnership engaged in the practice of public ac- 
counting, and Joseph F. King (“King”), a certified 
public accountant and partner in charge of the 
Washington, D.C. office of KL&Co. 


In order to dispose of the matters discussed here- 
in, KL&Co. and King have waived institution of 
formal administrative proceedings under Rule 
2(e)(1), and have submitted Offers of Settlement, 
described below, which the Commission has con- 
sidered and determined to accept.? 


|. INTRODUCTION 


This proceeding results from a non-public investi- 
gation conducted by the Commission staff into the 
affairs of Emersons.? 





2Under the terms of the Offers of Settlement, 
KL&Co. and King, solely for the purpose of this 
proceeding, consent to the issuance of this Opin- 
ion and Order and make certain undertakings 
which are accepted by the Commission as de- 
tailed hereinafter, without admitting or denying any 
of the findings herein, and on the understanding 
that nothing herein shall constitute an adjudication 
of any issue of fact or law. 


3A Judgment entered against Emersons on May 
11, 1976 in an enforcement action instituted by the 
Commission, SEC v. Emersons, Ltd., et al. 
(D.D.C., C.A. No. 76-0808), among other things, 
required the appointment of a Special Counsel to 
investigate the various allegations of violations of 
the Federal securities Laws contained in the Com- 
mission’s Complaint and file a report of his investi- 
gation. The Commission’s complaint and the Spe- 
cial Counsel’s report dealt with certain of the 
matters discussed herein including, among other 
things, unlawful payments received from Emer- 
sons’ suppliers of alcoholic beverages. The Spe- 
cial Counsel, Francis T. Vincent, Jr., Esq., re- 
tained Touche Ross & Co. (“Touche Ross’) as 
Special Auditors. Touche Ross, among other 
things, performed an audit of Emersons’ financial 
statements as of and for the twenty months ended 
June 27, 1976. The Special Counsel and Special 
Auditors filed their reports on January 3, 1977. In 
a related proceeding, John P. Radnay, formerly 
the President of Emersons, pled guilty to a two- 
count felony information, charging him with viola- 
tions of Section 13(a) of the Securities Exchange 
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Emersons is the owner-operator of a chain of 
limited-menu restaurants located on the East 
Coast. It began restaurant operations in 1969. 
Three restaurants were opened during Emerson’s 
1971 fiscal year; the company had 14 restaurants 
by the end of fiscal 1972, 28 restaurants by the 
end of fiscal 1973, and 34 by the end of fiscal 
1974. 


The company reported increased revenues 
through 1973 largely through an increase in the 
number of operating units. It began opening disco- 
theques in existing restaurants in 1974, and, also 
in 1973, ran an extensive sales promotion. As a 
result of the costs incurred, Emersons reported a 
sharp drop in profits in the third quarter of fiscal 
1974. Thereafter, Emersons engaged in certain 
fradulent conduct in 1974 and 1975, including, 
among other things, the overstatement of invento- 
ry brought about by mislabeling of meat invento- 
ries and the improper deferral of a fictitious loss on 
a sale/leaseback transaction. Emersons’ sales 
and earnings for the fiscal years 1972, 1974 and 
1975 were reported as follows: 


Fiscal Year Earnings Before Earnings After 


Sales Taxes Taxes 
1972 $ 6,283,905 $ 586,404 $ 321,756 
1974 25,970,904 1,583,099 922,099 
1975 30,337,623 2,237,655 1,356,655 


Following the Special Counsel’s investigation and 
the Special Auditors’ audit, the company restated 
its fiscal 1974 and 1975 earnings to reflect a re- 
duction in pre-tax earnings of $750,761 and 
$1,517,042, respectively, and a reduction of after 
tax earnings of $397,761 and $861,042, respec- 
tively.4 There was no restatement of fiscal 1972 
earnings. 





FOOTNOTE, Continued 


Act of 1934 and filing a false income tax return. In 
1977, Emersons filed a voluntary petition under 
then Chapter XI of the Bankruptcy Act, and is cur- 
rently operating within the protection of that Act 
under new management. 


4Both the Commission’s 1976 Complaint and the 
Special Counsel’s Report concerned certain fraud- 
ulent conduct engaged in by certain of Emersons’ 
officers which is not the subject of this Opinion 
and Order. There is no evidence before the Com- 
mission indicating that KL&Co. and King were par- 
ticipants in or were aware of such conduct. 
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KL&Co. has 39 partners located in eleven cities 
throughout the United States. The firm has per- 
formed auditing, tax, advisory and related services 
in a wide variety of financial fields, but its practice 
has had a particular focus on the real estate 
industry. The firm has made special efforts to ac- 
quire and maintain expertsie in that field. This pro- 
ceeding involves audit engagements for a restau- 
rant client of KL&Co.’s Washington, D.C. office. 


KL&Co. examined and reported on the financial 
statements of Emersons as of and for the fiscal 
years ended October 29, 1972, October 28, 1973, 
October 27, 1974 and October 26, 1975. The fi- 
nancial statements for those years were included 
in Emersons’ Annual Reports on Form 10-K filed 
with the Commission. King was the engagement 
partner on each of these audits. 


Emersons’ financial statements for fiscal 1972, 
1974 and 1975 were materially false and mislead- 
ing in various respects, in part because of multiple 
management fraud. KL&Co. rendered unqualified 
opinions on these financial statements. 


The evidence developed in the Commission's in- 
vestigation indicates that KL&Co.’s examinations 
of those financial statements were not made in 
accordance with generally accepted auditing 
standards (“GAAS”) in various respects. As a re- 
sult, KL&Co. did not have a sufficient basis for 
opining that the 1972, 1974 and 1975 financial 
statements presented fairly the consolidated finan- 
cial position, results of operations and changes in 
financial position of Emersons, in conformity with 
generally accepted accounting principles. 


ll. FACTS 
A. Advertising Costs 


Emersons improperly capitalized advertising costs 
of $42,000 and $181,000, in 1972 and 1975, re- 
spectively, and amortized these costs over one- 
year periods. 


Fiscal Year 1972 


Emersons spent large sums of money on advertis- 
ing. Emersons’ management considered substan- 
tial portions of these advertising costs to be abnor- 
mal. During a discussion with KL&Co. in October 
1972, Emersons’ management proposed that the 
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“excess” advertising costs be capitalized as 
‘“preopening’ costs. The justification given 
KL&Co. by Emersons was that a portion of the ad- 
vertising costs related to the new restaurants that 
Emersons was in process of opening. 


Emersons adopted a policy of capitalizing (as pre- 
opening costs) advertising costs in excess of three 
percent of gross sales.° 


An audit senior on the KL&Co. staff examined the 
treatment of pre-opening costs in the annual re- 
ports of a number of similar restaurant companies. 
He summarized the results of his analysis in the 
working papers as follows: 


The predominant treatment was to ex- 
pense such costs [pre-opening costs] 
as incurred but, in any event, no later 
than the opening of the restaurants. 
Only one other company ... amortized 
such expenses longer than one year. 


Based upon its study of industry treatment of pre- 
opening costs, its analysis of Emersons’ policy re- 
garding advertising costs, and its view that the 
amount was relatively immaterial for that year, 
KL&Co. allowed Emersons to capitalize fiscal 
1972 advertising costs in excess of three percent 
of gross sales. There is no dispute that advertising 
costs are usually not deferrable in that such costs 
generally cannot be shown to produce a discerni- 
ble future benefit. KL&Co. maintains that the 
amount deferred ($42,000) was immaterial, and 
thus that extended audit steps to ascertain wheth- 
er, in fact, these costs produced a discernible fu- 
ture benefit were not required. Such audit steps 
were not performed during the audit of the fiscal 
1972 financial statements. The Commission has 
determined, however, that the amount involved 
was material and that such audit steps should 
have been performed. 





5Emersons’ treatment of “excess” advertising for 
fiscal 1972 was as follows. It totalled the advertis- 
ing expenses incurred during fiscal 1972 for the 
pre-opening and initial operating period (up to five 
months) of each restaurant. Those amounts of 
each restaurant's advertising expenses which 
were in excess of three percent (3%) of its gross 
sales were then deferred as pre-opening or start- 
up costs. 
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Fiscal Years 1973 and 1974 


Emersons proposed that certain advertising costs 
be capitalized in the 1973 fiscal year financial 
statements. Such advertising costs were less than 
three percent of gross sales. KL&Co. required 
Emersons to write off all advertising costs that 
year. In 1974, while no costs were deferred as ad- 
vertising costs, Emersons in fact capitalized 
$153,000 of advertising costs, disguising this 
amount through some 70 fraudulent inter-company 
journal entries in the books of Emersons and two 
of its subsidiaries that resulted in a fictitious loss 
from a sale/leaseback transaction. See Section 
Il.E. below. 


Fiscal Year 1975 


Emersons deferred $181,000 of advertising costs 
as “unamortized costs of opening new restaurants 
and discotheques” in its 1975 fiscal year financial 
statements and amortized these costs over the 
first twelve months of operations. 


During the latter portion of the audit of the 1975 
fiscal year financial statements, Emersons’ Treas- 
urer advised a KL&Co. audit senior that Emersons 
wished to capitalized its advertising costs in ex- 
cess of three percent of gross sales. The senior 
responded that the fact that Emersons had 
incurred substantial advertising costs did not justi- 
fy automatic deferral of these costs, and that, in 
order to capitalize the ‘“‘excess’’ advertising, 
Emersons would have to show that these costs 
did, in fact, have future benefit. The Treasurer was 
then referred to King, the audit partner, who pre- 
pared a computation comparing advertising costs 
incurred in the first and second halves of 1974 and 
1975, respectively, in an attempt to determine 
whether a particular amount of advertising costs 
could be deemed to be in excess of those 
amounts attributable to “normal” growth. KL&Co. 
accepted the deferral of these ‘excess’ costs, 
based upon the foregoing analysis, which showed 
that second-half 1975 advertising costs substan- 
tially exceeded second-half 1974 advertising 
costs.§ 





6 As noted below, the computation included figures 
for 1974 which were incorrect because, unbe- 
knownst to KL&Co. and King, management had 
lowered second half 1974 advertising expendi- 
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Emersons’ personnel orally represented, and 
KL&Co. accepted the representation that a sub- 
stantial amount of advertising costs related to dis- 
cotheques had been incurred during the second 
half of fiscal 1975. The auditors were aware 
through certain audit stpes that Emersons was 
conducting an advertising campaign for its disco- 
theques, but performed no specific analysis as to 
the precise amount Emersons actually expended 
on promoting its discotheques as opposed to res- 
taurants, and thus failed adequately to test the as- 
sumption that the “excess” advertising related to 
Emersons’ discotheques. 


Further, the Commission believes that, whatever 
the theoretical utility of a computation such as that 
described above, its appropriateness in this case 
is doubtful because the computation did not ad- 
dress the question whether the “excess” costs 
were in fact attributable to the special promotion. 


Prior to granting his approval to the deferral of the 
“excess” advertising costs, King consulted with 
the head of the firm’s national technical com- 
mittee. King discussed with him the theory of 
deferring the avertising costs on the basis that the 
“excess” related to the promotion of Emersons’ 
discotheques, which appeared to King to be 
operating successfully. The deferral of “excess” 
advertising costs was permitted, according to 
King, because Emersons had a history of opening 
successful restaurants, and because he felt that 
since 26 discotheques had opened during the 
year, the excess advertising attributable to these 
discotheques had future benefit in the sense of 
successful future operations. 


Advertising costs are generally not deferrable. 
Such costs should be treated as period costs un- 
less they provide a discernible future benefit. In 
the Commission’s view, the auditors lacked ade- 
quate evidence that such a future benefit existed. 


B. Unrecorded Liabilities 


The Special Auditors found that accounts payable 
reflected in Emersons’ balance sheets for its 1974 





FOOTNOTE, Continued 


tures by $153,000 through a series of fraudulent 
journal entries. KL&Co.’s auditing in this area is 
discussed elsewhere in this Opinion and Order. 
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and 1975 fiscal years were understated by approx- 
imately $287,000 and $554,000, respectively. For 
the reasons discussed below, K&Co.’s audit of 
unrecorded liabilities during the fiscal 1974 and 
1975 audits was not in accordance with GAAS. 


Background 


Invoices received by Emersons’ accounts payable 
department were initially placed in a file until they 
could be matched with the appropriate receiving 
reports and purchase orders. After the matching 
process was completed (usually within several 
days) the invoices were approved for payment. In- 
voices for items such as advertising and repairs 
and maintenance were not initially placed in the 
unprocessed file. Instead, they were given to the 
department heads for payment approval, a proc- 
ess which for those particular expenditures took 
from one to five weeks. All invoices authorized for 
payment were assigned due dates and recorded in 
the purchase journal. Usually within 7 to 30 days 
the unpaid invoices and corresponding checks for 
payment were given to the appropriate officer for 
signing. After recording in the cash disbursements 
journal and signature by the appropriate officer, 
the checks were mailed to the vendors. 


Discussion 


In their search for unrecorded liabilities, the audi- 
tors (1) examined the unpaid invoices which had 
not at the time been matched with purchase or- 
ders and/or receiving reports, (2) vouched cash 
disbursements over a certain amount in the cash 
disbursements journal for a period of time subse- 
quent to year end, and (3) inquired of the accounts 
payable supervisor as to open invoices which 
were not recorded. 


While the Commission does not question the ap- 
propriateness of any of these audit procedures, 
such procedures were not sufficient in the case of 
Emersons since these tests did not encompass 
(except by oral inquiry) those unpaid invoices 
which had been matched with purchase orders 
and/or receiving reports or those invoices sent to 
various officers for approval which had not yet 
been paid and recorded in the cash disbursements 
journal. Since Emersons’ system involved delays 
in paying invoices of up to several months, signifi- 
cant numbers of unpaid invoices were not covered 
by KL&Co.’s audit procedures. 
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The Commission believes that KL&Co. failed prop- 
erly to audit unrecorded liabilities because the au- 
ditor performing the work lacked sufficient under- 
standing of Emersons’ accounts payable system 
and receive insufficient supervision on this portion 
of his work. For example, although the KL&Co. au- 
dit program required the preparation of a flow- 
chart or other description of the Emersons’ ac- 
counts payable system, the Commission is not 
aware of any evidence that such a document was 
prepared. Additionally, the auditors placed reli- 
ance on the representation of a low-level employ- 
ee that all unpaid invoices were recorded without 
inquiring of the officers who were likely to be hold- 
ing such invoices. 


The Commission’s investigation did not develop 
evidence that any portion of the amounts dis- 
cussed above were concealed from KL&Co. The 
Commission believes that, in any event, with prop- 
er planning and supervision, the auditors would 
have better understood the accounts payable sys- 
tem and would likely have discovered the unre- 
corded liabilities. 


C. Computer Costs 
Introduction 


Emersons deferred $161,800 of computer-related 
costs in its 1975 fiscal year financial statements. 
This deferral, which included all salaries of em- 
ployees in the data processing department and all 
timesharing costs, was based upon the premise 
that these were developmental costs on projects 
which had not yet become operational. Only the 
rental charges for the in-house computer and fees 
paid to outside service bureaus were expensed. 
The evidence indicates that a number of Emer- 
sons’ systems were operational during fiscal 1975. 
Accordingly, not all of Emersons’ computer-related 
labor and timesharing costs should have been 
capitalized. In the absence of any substantiation 
for deferral of these items, they should have been 
expensed.’ 





7In the absence of an analysis associating cost 
with revenue on the basis of cause and effect or a 
systematic and rational allocation of costs, costs 
should be recognized as expenses in the period in 
which they are incurred. 
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In 1973, Emersons began developing an in-house 
management information system. Although the 
internally-generated information was not tied to 
the financial records of the company, the informa- 
tion was of benefit to Emersons’ management by 
giving it the ability to ascertain the results of the 
company’s operations on a timely basis. At least 
by the end of Emersons’ 1974 fiscal year, the 
company’s computer system was producing unit 
operating statements. 


There is some dispute as to whether the auditors 
were aware that Emersons’ computer system be- 
came operational during fiscal year 1974. A foot- 
note to Emersons’ financial statements for that 
year stated that Emersons’ computerized account- 
ing system had become operational. Nonetheless, 
King testified that, despite this footnote, he be- 
lieved in 1974 that the computer system was being 
tested, and was not “operational,” primarily be- 
cause the output was not tied into Emersons’ gen- 
eral ledger, and because Emersons used an out- 
side computer service bureau to prepare its 
principal accounting records. KL&Co. does not 
dispute that costs relating to the ongoing operation 
of a computer system should be expensed when 
incurred. Only those costs associated with activi- 
ties that do not relate to current operations and 
that are of future benefit to the company are 
deferrable. The evidence shows that some of the 
deferred costs in fact related to the company’s on- 
going operations. 


1975 Fiscal Year 


During fiscal 1975, Emersons’ computer system 
began generating purchasing, accounts payable, 
cash disbursements and outstanding check re- 
ports. KL&Co.’s audit of computer-related costs for 
Emersons’ 1975 fiscal year was both poorly con- 
ceived and poorly executed. The portion of the au- 
dit program applicable to this area gave but little 
guidance as to what auditing procedures were to 
be performed: 


Examine underlying documentation in 
support of the various components of 
prepaid expenses and perform such 
other tests as considered necessary. 


In November 1975 (after the end of the 1975 fiscal 
year) Emersons furnished to the auditors a list of 
computer projects undertaken by Emersons during 
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fiscal 1975 and proposed to be undertaken in fis- 
cal 1976. The KL&Co. staff auditor assigned to 
this aspect of the audit, who had had some prior 
computer programming experience, did not make 
an affirmative determination that the various com- 
ponents of Emersons’ computer system were 
operational, but concentrated instead on the ques- 
tion of whether computer software development 
costs (whether deferrable or not) had been 
incurred. He proceeded under the assumption that 
no computer programs were operational unless he 
was advised to the contrary by company person- 
nel. The defect in the audit was that the key under- 
lying issue in the determination of whether to capi- 
talize these costs—whether the computer system 
was operational—was not addressed. 


In addition, the auditors were hampered by the 
fact that Emersons did not maintain time records 
which specified the particular projects its person- 
nel had worked on, or the duration of the work. As 
a result, the auditors were not able specifically to 
identify any cost and determine whether it should 
be capitalized, and therefore lacked sufficient 
competent evidential matter to permit the capitali- 
zation of computer costs. 


In their subsequent audit, the Special Auditors ap- 
parently reviewed the same evidence that was 
available to KL&Co. The Special Auditors con- 
cluded that, in light of the fact that some develop- 
mental work had occurred in 1975, and in light of 
the absence of adequate time records, it was per- 
missible to defer an arbitrary 50 percent of the 
software development costs which KL&Co. had 
permitted to be deferred. The Commission is of 
the view, however, that under the circumstances 
no costs should have been deferred in 1975. 


D. Pre-Opening Costs 
Introduction 


In its financial statements for its 1972 and 1975 
fiscal years, Emersons deferred and thereafter 





8It should be noted, however, that the Special Au- 
ditors’ conclusion was reached during their audit 
of Emersons’ 1976 financial statements, after they 
had concluded that the computer costs that they 
permitted to be deferred in 1975 would be written 
off in 1976. 


Volume 22, No. 2, March 10, 1981 


amortized over a one-year period, $88,000 and 
$149,000, respectively, of costs, which had been 
classified as “pre-opening” costs in 1972 and 
“unamortized costs of opening new restaurants 
and discotheques” in 1975. These costs consisted 
in substantial part of salary costs related to certain 
on-the-job training. K&Co. failed adequately to test 
whether these costs were properly deferred. 


When new restaurants were opened, Emersons 
generally hired more employees than it expected 
would remain as permanent staff. This overhiring 
practice envisioned the elimination of unsuitable 
or unnecessary employees during the training 
process or thereafter. The difference between the 
payroll of a new unit during the initial months of its 
operation and the payroll after the initial period 
was considered “excess” payroll, and was capital- 
ized and amortized over a one-year period. 


Fiscal Year 1972 


KL&Co.’s analysis of similar restaurant companies 
in 1972 indicated that most companies expensed 
labor and training costs as incurred, and that costs 
incurred after the opening of restaurants were not 
deferred. 


Nevertheless, Emersons’ “pre-opening’ labor 
costs consisted, among other things, of costs of 
on-the-job training for both staff and managers aft- 
er units were operating. The Auditors accepted 
Emersons’ contention that overstaffing its units 
had a future benefit and, on this basis, approved 
the deferral over a one-year period of “excess” la- 
bor costs totalling $88,000. KL&Co.’s efforts were 
limited to reviewing the components of the forego- 
ing costs for ‘“‘reasonableness” and checking 
Emersons’ calculations.? 


Fiscal Year 1975 
Labor costs incurred during fiscal 1975 that were 


associated with newly-opened discotheques as 
well as restaurants were capitalized, with the initial 





2Moreover, Emersons’ pre-opening costs in- 
creased from $10,000 in 1971 to $194,000 in 
1972, with restaurant openings increasing only 
from four to seven during the period. The Commis- 
sion believes that further inquiry into this subject 
was required. 
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unit operating period considered to run from the 
date of opening to the end of the 1975 fiscal year. 
During fiscal 1975, Emersons commenced a train- 
ing program which, while still consisting predomi- 
nantly of on-the-job training, including some class- 
room training. For the discotheques, 22 percent of 
a unit's sales was considered by Emersons to be a 
“normal” payroll cost. The difference between 117 
percent'° of a new unit’s payroll and the “normal” 
payroll figure (22 percent of sales) was considered 
to be “excess” payroll and was capitalized as a 
pre-opening expense, on the assumption that it 
benefited a one-year period. 


KL&Co.’s audit work in this area consisted of trac- 
ing the amounts used in Emersons’ calculation to 
the payroll register, verifying that the costs related 
solely to “trainees” and checking the mathemati- 
cal accuracy of the computation. The auditors ap- 
parently believed, based upon their three years of 
experience as Emersons’ auditors, that the 22 per- 
cent figure was reasonable. The Commission be- 
lieves that deferral was unjustified because there 
was not sufficient evidential matter to support the 
22 percent figure as a “normal” payroll cost or the 
assumption that “excess” payroll benefited the fu- 
ture twelve-month period. 


E. Sale/Leaseback Transaction 


At the end of its 1974 fiscal year, Emersons im- 
properly capitalized $153,000 of ordinary advertis- 
ing expenses and fraudulently concealed these 
expenses in a sale/leaseback transaction. KL&Co. 
did not detect the fraud. In the Commission's view. 
its auditing of the sale/leaseback transaction was 
not in accordance with GAAS. 


At the end of Emersons’ 1974 fiscal year, manage- 
ment undertook to increase the company’s re- 
ported income for that fiscal year. They accom- 
plished this goal, in part, by capitalizing ordinary 
advertising expenses through a series of fraudu- 
lent intercompany journal entries. These journal 
entries resulted in Emersons’ advertising account 
being credited with a total of $153,000, and a like 
amount being transferred through Emercon, Inc. 
(“Emercon’), Emersons’ construction subsidiary, 





©The 117 percent figure was used to represent 
the actual payroll cost of an employee, including 
salary, taxes, and employee benefits. 
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to Emersons, Ltd. of Ocean, Inc. (‘Emersons of 
Ocean’) a New Jersey restaurant unit, on the 
books of which it was fictitiously recorded as furni- 
ture, fixtures and equipment. 


Emersons had purchased the Emersons of Ocean 
unit in March 1974. Less than three months there- 
after, Emersons sold and leased back this restau- 
rant, incurring a purported loss of $129,000. This 
“loss” was capitalized as a leasehold interest to 
be amortized over the 25-year life of the restau- 
rant’s lease. The “loss” in fact resulted from re- 
cording fictitious assets in the restaurant’s books. 


In order to verify the purported additions to fixed 
assets, the auditors apparently examined a com- 
pany document showing inter-unit transfers. The 
Commission believes that this step was inade- 
quate. Further, KL&Co.’s working papers indicate 
that invoices, receiving reports, and purchase or- 
ders were examined to verify the additions to fixed 
assets of the Emersons of Ocean unit, but, in all 
likelihood, this audit step could not have been per- 
formed with respect to the $153,000 of transfers. 
Invoices from original suppliers were non-existent, 
since the additions were fictitious. The audit senior 
testified that these company-prepared documents 
did not constitute adequate audit support in this 
context. 


Even though King considered the occurrence of a 
loss in the context of a sale/leaseback transaction 
“unusual,” he failed to subject the transaction to 
sufficient inquiry. He accepted management's oral 
representation that Emersons “had misjudged 
their costs” upon entering the transaction, without 
inquiring into the nature of the costs, even though 
the sale/leaseback occurred only three months aft- 
er the property had been purchased. 


As demonstrated above, KL&Co. failed to obtain 
sufficient competent evidential matter to support 
the series of additions to fixed assets of the 
Emersons of Ocean unit. Further, the magnitude 
of the loss and the three-month period between 
the purchase of the property and its sale/ 
leaseback should have caused King to subject the 
transaction to more careful scrutiny. 


F. Construction Costs 


In the financial statements as of and for its 1974 
and 1975 fiscal years, Emersons inappropriately 
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capitalized $173,000 and $307,000, respectively, 
of construction costs, and KL&Co. did not obtain 
sufficient competent evidential matter to support 
the deferral. 


Background 


Costs associated with the acquisition and con- 
struction of new restaurants were collected by 
Emersons in the accounting records of its con- 
struction subsidiary, Emercon. The purpose of 
Emercon was to select, evaluate, negotiate for and 
construct new units, turning them over to Emer- 
sons when they were ready to do business. 
Emersons nevertheless capitalized, through 
Emercon, some costs which had little to do with its 
new restaurants. 


In 1972, Emersons had inquired of its former audi- 
tors regarding the propriety of capitalizing employ- 
ees’ salaries directly related to construction of res- 
taurant facilities. It was told that the deferral of 
these costs might be appropriate, but that ade- 
quate time records and accounting substantiation 
would be required. This was also the judgment of 
KL&Co.’s audit seniors as expressed to King and 
to Emersons the same year. 


Nevertheless, Emersons did not keep time cards 
with respect to Emercon activities. In 1972, the 
company proposed, and the auditors subsequently 
accepted without requiring time card substantia- 
tion, the deferral of, among other costs, 20 percent 
of the overhead of the home office, including sec- 
retarial salaries, as being attributable to Emercon. 


Although King acknowledged that an independent 
verification of the accuracy of the percentage allo- 
cations to Emercon should have been made, the 
only evidence that KL&Co. performed such a veri- 
fication was that the allocations were reviewed 
generally for reasonableness. The Commission 
views this as an inadequate audit step, under the 
circumstances. Emersons’ new management, with 
the approval of the Special Auditor, subsequently 
determined that only ten percent of overhead was 
properly allocable to Emercon. 


Fiscal Year 1974 


In its fiscal 1974 financial statements, Emersons 
allocated $103,000 to Emercon characterized as 
indirect labor, rent, office supplies, telephone, utili- 
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ties and storage. The KL&Co. working paper nota- 
tion with respect to these deferrals stated as to 
these costs: “allocation of corporate expenses. 
Reviewed for reasonableness.” The working pa- 
pers do not indicate what costs were included in 
this figure.'’ The evidence does not indicate that 
these allocations were subjected to review other 
than a general review for “reasonableness.” This 
review consisted of: (1) reviewing the amount for 
reasonableness; (2) comparing it to prior years; 
(3) making a judgment concerning the size of the 
dollar amount; and (4) testing account distribution. 
In the Commission’s view, such a review was in- 
sufficient. 


Fiscal Year 1975 


During its audit of Emersons’ 1975 fiscal year 
financial statements, KL&Co. did not perform de- 
tailed testing of Emercon’s records, but rather per- 
formed an analytical review resulting to the follow- 
ing conclusions: 


1. Prior statistical analyses of disburse- 
ments have produced no exceptions; 


. Prior substantive testing indicated 
that only overhead costs were being 
accumulated; 


. The cost per new unit had remained 
approximately the same; and 


. Emersons’ Controller had repre- 
sented that no period costs had been 
accumulated in the account and that 
the types of costs that were included 
were identical to types included in 
prior years. 


The analysis was deficient, in the Commission's 
view, for the following reasons. First, prior sub- 





11 With respect to the travel expenses allocated to 
Emercon ($73,000), KL&Co. used a scope of 
$3,500 (4e.g., planned to examine only items of 
that amount or larger), even though Emersons re- 
corded its travel expenses on an individual invoice 
by invoice basis, and the Commission staff found 
no invoices over $3,500 either in KL&Co.’s work- 
ing papers or in Emersons’ records. 
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stantive testing had failed to determine whether 
only overhead costs were being accumulated in 
Emercon, as the amounts allocated had been 
merely reviewed for reasonableness. Second, it 
appears that KL&Co. did not verify the representa- 
tions made by Emersons’ Controller by detailed 
testing. Third, the analysis of cost per unit was 
based on a comparison of total rather than item- 
ized costs. Fourth, indirect labor costs allocated to 
Emercon in fiscal 1975 increased to $214,000 
from $46,000 in fiscal 1974, while direct labor 
costs remained approximately the same. Had the 
auditors focused on this fact, they would have had 
to question the Controller's representations. As a 
result of KL&Co.’s decision not to perform detailed 
testing of Emercon in 1975, Emersons allocated to 
Emercon and thereafter capiatlized such period 
expenses as salaries of area directors, disco- 
theque supervisors, individuals responsible for the 
day-to-day operation of the restaurants and disco- 
theques, the controller of Emercons’ commissary, 
and an individual primarily acting as a purchasing 
agent for food and supplies. KL&Co. failed to de- 
tect the improper deferral of these costs. 


G. Repairs and Maintenance. 


The Special Auditors found that, for fiscal years 
1974 and 1975, approximately $118,000 and 
$109,000, respectively, of repair and maintenance 
items were improperly capitalized by Emersons as 
fixed assets or leasehold improvements. The 
Commission is of the view that KL&Co.’s audit of 
repair and maintenance items for these years did 
not comply with GAAS. 


KL&Co.’s audit procedures for 1974 and 1975 
were not adequate to detect the improper capitali- 
zation of repair and maintenance items. Whereas 
the auditors used a scope of $150 in order to de- 
termine whether repair and maintenance items 
were being improperly expensed, it used scopes 
of $1,000 and $1,500 in 1974 and 1975, respec- 
tively, in order to determined whether certain as- 
sets had been incorrectly capitalized. The level of 
these scopes was questionable in view of Emer- 
sons’ practice of capitalizing almost all such items 
in excess of $75. 


Even assuming that the scopes of $1,000 and 
$1,500 were reasonable under the circumstances, 
other items which on their face raised questions 
concerning the propriety of these deferrals should 
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have been investigated. The additions to assets 
which were examined contained a substantial 
number of items under the scope limits marked 
“repair,” “maintenance” or “R.” There is no evi- 
dence that KL&Co. tested the propriety of capi- 
talizing such items. 


Repair and maintenance items cannot be capital- 
ized unless they extend the useful life of an asset. 
There was no working paper indicating that 
KL&Co. performed the auditing work necessary to 
justify the affirmative finding that useful life was 
extended. Thus, the Commission concludes that 
insufficient auditing was done in this respect. 


Ill. SUMMARY AND CONCLUSIONS 


This Opinion and Order describes various in- 
stances in which, in the Commission’s view, the 
professional work involved in the Emersons audits 
fell short of professional standards. These in- 
stances fall roughly into three general categories. 


First, the Commission has observed through the 
staff's investigation the absence of working papers 
in certain instances. KL&Co.’s approach to the 
creation and retention of working papers departed, 
in several instances, from the guidelines estab- 
lished with respect to working papers by State- 
ment on Auditing Standards No. 1. SAS No. 1 Par- 
agraph 338.03 describes working papers as the 
records kept by the independent auditor of the pro- 
cedures he followed, the tests he performed, the 
information he obtained, and the conclusions he 
reached pertinent to this examination. On more 
than one occasion, including the capitalization of 
computer and advertising costs and the audit of 
accounts payable, the working papers parepared 
by KL&Co. during the course of the audits failed to 
“permit reasonable identification of the work done 
by the auditor.” SAS No. 1, Paragraph 338.05(d). 


Absent appropriate documentation of audit work 
performed, supervision and review procedures are 
necessarily based on incomplete information and 
thus may prove ineffective. KL&Co.’s documenta- 
tion of consultations by the audit team was also in- 
sufficient. For example, the firm’s procedures dur- 
ing the Emersons audits did not require that 
inquiries to the firm’s technical department be doc- 
umented by either the technical department or the 
office. The failure to require such documentation 
resulted in a lack of accurate records as to wheth- 
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er the technical department was consulted and, if 
so , what advice was given. 


Second, some of the problems described above 
should have been evident on the face of the work- 
ing papers, and yet were apparently missed in pre- 
issuance and post-audit reviews conducted pursu- 
ant to KL&Co.’s quality control system in 1974 and 
1975. There is no indication that the pre-issuance 
reviewer and the post-audit reviewer in 1974 
identified the substantial “loss” recorded for the 
sale/leaseback transaction as an anomaly, or 
called it to King’s attention. It is also difficult to un- 
derstand why the 1975 pre-issuance reviewer 
failed to note in working papers the inconsistency 
between the footnote in the Emersons 1974 finan- 
cial statements, to the effect that the Emersons’ 
computer system was then operational, and the 
treatment of computer costs in 1975 as develop- 
mental costs eligible for deferral. King testified that 
the fiscal 1974 financial statements were in error 
and that this fact was brought to his attention in 
the course of the audit of the 1975 fiscal year fi- 
nancial statements. Even if this were so, however, 
it would not explain the fiscal 1975 pre-issuance 
reviewer's apparent failure to call attention to the 
apparent inconsistency. 


Finally, in certain instances there was a failure to 
extend auditing procedures where the client's 
treatment of particular assets strongly suggested 
the need for followup. This was so with regard to 
the treatment of pre-opening costs in 1972, the 
sale/leaseback transaction in 1974, advertising 
costs in 1975, computer costs in 1975, and con- 
struction costs in 1974 and 1975. In most in- 
stances, the principal audit deficiency was the ac- 
ceptance of an important assumption—such as, 
that a particular expense provided a discernible fu- 
ture benefit—without establishing, through com- 
petent evidential support, the factual basis of that 
assumption. In some instances, excessive reli- 
ance was placed on representations by Emersons’ 
management. KL&Co.’s and King’s actions in 
these instances demonstrated an insufficiently rig- 
orous approach to the auditing process. 


IV. OFFERS OF SETTLEMENT AND ORDER 


Respondents KL&Co. and King have submitted 
Offers of Settlement to the Commission, in which 
they neither admit nor deny any of the statements 
or conclusions herein and consent to the issuance 
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of this Opinion and Order. The Commission has 
determined to accept the Offers of Settlement. 


KL&Co. agrees that it shall install an audit partner 


as a new managing partner of its Washington, 
D.C. office. 


Before the commencement of settlement discus- 
sions concerning the matters described above, 
KL&Co. voluntarily engaged another accounting 
firm to conduct a comprehensive quality control re- 
view of its audit practice, pursuant to the peer re- 
view procedures of the AICPA’s SEC Practice 
Section, of which KL&Co. had become a member 
in 1978. The scope of the resulting peer review 
was subsequently enlarged with a view to analyz- 
ing the firm’s work in areas that have been the 
subject of this proceeding. The results of the peer 
review for the year ended June 30, 1980, which 
have been made available to the Commission’s 
Office of the Chief Accountant, indicate that 
KL&Co.’s system of quality control for accounting 
and auditing practice was appropriately compre- 
hensive and suitably designed, was adequately 
documented and communicated to professional 
personnel, and was being complied with during the 
year. 


Following the Emersons engagements, KL&Co. on 
its own initiative took certain personal actions and 
other steps in an attempt to provide reasonable 
assurance that particular problems discussed 
herein will not recur. Since early 1977 the firm’s 
Washington office has been placed under a spe- 
cial firm oversight team to assure strict compliance 
with the firm’s quality control policies. The firm has 
also made its quality control policies and proce- 
dures more formal and definitive and a revised 
and more detailed manual of the firm’s quality con- 
trol system has been published and distributed to 
all partners and staff. The Commission is con- 
vinced that the willingness of an accounting firm to 
undergo a peer review, and to adapt technical, 
administrative and personnel policies to deal ef- 
fectively with identified problems, reflect to a great 
extent the commitment of the firm to high profes- 
sional standards. 


In accepting KL&Co.’s and King’s Offers of Settle- 
ment, the Commission has considered a number 
of circumstances which significantly mitigate the 
gravity of the shortcomings it perceives in the au- 
dits that KL&Co. performed for Emersons. We 
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note that, at least in respect of the sale/leaseback 
transaction, the auditors were the victims of a de- 
liberate management scheme to defraud, of which 
the evidence indicates the auditors were unaware. 


The Commission also recognizes that neither 
KL&Co. nor King has previously been the subject 
of any disciplinary or enforcement proceedings 
brought by the Commission. The problems dis- 
cussed above relate to audit engagements that 
took place more than five years ago, and to only 
one of the publicly-held companies that KL&Co. 
has audited over the years. In the normal course 
of its operations, the Commission has no occasion 
to inquire into the quality of KL&Co.’s audits of the 
majority of client financial statements filed with it. 
KL&Co. has participated in national and local ac- 
counting and auditing technical committees, and in 
several recent publications in the area of real es- 
tate accounting standards, and the firm claims a 
position of leadership in the real estate field. The 
Commission further notes that Emersons was a 
restaurant client, and the predominance of 
KL&Co.’s practice is in the real estate area. The 
Commission has taken this fact into account in 
connection with the remedy set forth below. 


Accordingly, it is hereby ORDERED that: 


1. This proceeding under Rule 2(e) of the Com- 
mission’s Rules of Practice [17 C.F.R. § 201.2(e)], 
is hereby instituted, and the Offers of Settlement 
are accepted. 


2. KL&Co. is censured. 


3. KL&Co. shall comply with its undertaking to in- 
stall a new managing partner of its Washington, 
D.C. office. 


4. King shall not, until August 26, 1981 (unless 
the period has been shortened by the process de- 
scribed below), be involved in any audit engage- 
ment of any client any of whose financial state- 
ments are reasonably expected to be filed with the 
Commission. If, before August 26, 1981, the Com- 
mission’s Office of the Chief Accountant finds the 
new operating arrangements of that office, insofar 
as they would relate to King’s involvement in such 
audit engagements, to be not unacceptable, then 
the restriction described above shall be lifted as of 
the date of such finding. 
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5. The Commission shall retain jurisdiction of this 
proceeding for the purpose of ensuring compli- 
ance with the terms of this Order. 


By the Commission 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17577/February 26, 1981 


In the Matter of 


Chicago Board Options Exchange, 
Incorporated 

LaSalle at Jackson 

Chicago, Illinois 60604 


(File No. SR-CBOE-80-7) 


ORDER APPROVING AMENDED PROPOSED 
RULE CHANGE 


On April 17, 1980, the Chicago Board Options Ex- 
change, Incorporated (the “CBOE”) filed with the 
Commission, pursuant to Section 19(b)(1) of the 
Securities Exchange Act of 1934 (the “Act’), 15 
U.S.C. 78s(b)(1), and Rule 19b-4 thereunder, 
copies of a proposed rule change that would modi- 
fy CBOE rules to provide for exchange trading of 
standardized options contracts on mortgage pass- 
through certificates guaranteed by the 
Government National Mortgage Association 
(“GNMAs,” “GNMA certificates,” or “GNMA secu- 
rities”).1 In order to assist in its analysis of the 
CBOE proposal, the Commission, on July 24, 
1980, published a release extending the time for 
the submission of public comments and requesting 
comments concerning a number of particular fea- 
tures of the proposed options contract and of the 
market and regulatory environment within which it 





™Notice of the filing of the proposed rule change 
was given by Securities Exchange Act Release 
No. 16601 (May 12, 1980) (45 FR 32458 (1980)). 
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would be traded.2 On December 19, 1980, the 
CBOE filed amendments to its proposal which, 
among other things, would establish premium- 
based margin requirements for GNMA options, 
eliminate the limit order book for such options, and 
broaden the market maker spread parameters. 


l. INTRODUCTION 


The CBOE proposal would modify its rules to per- 
mit the trading of standardized put and call options 
on GNMA modified pass-through certificates.* 
Timely payment of interest and principal on GNMA 
securities is guaranteed by GNMA, and that guar- 
antee is backed by the full faith and credit of the 
United States government. The CBOE proposal 
would provide the first exchange-based GNMA op- 
tions trading, although optional forward contracts 
(“stand-bys”) are currently traded in the over-the- 
counter market.5 In addition, standardized con- 
tracts for future delivery of GNMA certificates are 
traded on borads of trade subject to the regulatory 
oversight of the Commodity Futures Trading Com- 
mission (the “CFTC’”). 


The CBOE proposes to trade puts and calls on 
GNMA securities with $100,000 remaining princi- 





2Securities Exchange Act Release No. 17005 (45 
FR 51016 (1980)). 


3Notice of the filing of the amended proposed rule 
change was given by Securities Exchange Act Re- 
lease No. 17413 (January 5, 1981) (46 FR 2439 
(1981)). 


4Each GNMA certificate represents an interest in a 
pool of mortgages insured by the Farmers Home 
Administration or the Federal Housing Administra- 
tion or guaranteed or insured by the Veterans Ad- 
ministration. 


5In addition to transactions for immediate delivery, 
the GNMA over-the-counter markets include both 
optional and mandatory forward commitments. An 
optional forward commitment is a contract that 
permits, but does not obligate, the purchaser to 
deliver GNMA securities on a specified date ac- 
cording to prearranged terms. A mandatory for- 
ward commitment obligates the parties to make 
and take delivery on a specific future date accord- 
ing to prearranged terms. 
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pal balance. The GNMA options contract would 
be traded on the basis of a GNMA certificate bear- 
ing a nominal 8 percent coupon rate. The terms of 
the contract would permit delivery of GNMA certifi- 
cates bearing a range of GNMA coupons, with a 
price adjustment to provide a yield equivalent to 
delivery of a certificate with a nominal coupon. 
This yield equivalence concept is similar to deliv- 
ery practices in the current over-the-counter op- 
tional and mandatory GNMA forward markets and 
is also used in the GNMA futures markets. In an 
effort to promote delivery by issuers’ of their cur- 
rent production, GNMA coupons eligible for deliv- 
ery generally would be restricted to certificates 
bearing coupon rates at, or lower than, the current 
production rate.® 


ll. DISCUSSION 


In its filing, the CBOE argued that the public inter- 
est would be advanced by Commission approval 
of CBOE’s proposal to trade GNMA options.? In 
support of this contention the CBOE has argued 
that optional contracts providing for delivery of 





®Delivery of GNMA certificates with a remaining 
principal balance less than 2.5 percent above or 
below the contract amount would be permitted. 
This would conform with current practice in the 
cash market. 


7GNMA securites are currently issued by about 
900 private firms that originate mortgages. Ap- 
proximately two-thirds of these firms are mortgage 
bankers; the remainder are largely commercial 
banks and savings and loan associations See, 
Report of the Joint Treasury-SEC-Federal Re- 
serve Study of the Government-Related Securities 
Markets, S. Rep., 96th Cong., 2d Sess. (Comm. 
Print 1980) (“GNMA Study”), at p. 34. 


®8Because the current production rate is the 
highest deliverable rate, it normally will be the 
optimal delivery. See CBOE, A Market in Options 
on GNMA Modified Pass-Through Securities [un- 
dated] (“CBOE GNMA Options Memorandum”), at 
pp 25-27. In the event of a change in the GNMA 
production rate, specific delivery provisions would 
encourage, for a limited period, the delivery of 
mortgage production still in the pipeline. 


°File No. SR-CBOE-80-7. 
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GNMaAs are of substantial economic importance to 
the GNMA market and the housing industry gener- 
ally.1° Although the probiems that have character- 
ized the over-the-counter markets for such con- 
tracts have limited the availability of stand-bys,"' 
the CBOE asserts that the creation of an ex- 
change market for GNMA options would alleviate 
these problems, thereby supporting the basic eco- 
nomic function of the GNMA markets—increased 
capital formation in the housing industry through 
access to the capital markets for loanable funds. 
Moreover, the CBOE asserts that exchange trad- 
ing of GNMA options also would increase the use- 
fulness of an optional delivery instrument to 
GNMA market participants through standardiza- 
tion of contract and delivery terms and increased 
efficiency. 


The Commission received 85 comment letters 
concerning the CBOE proposal,'? all but one of 
which were essentially supportive.'* The majority 


of letters were received from mortgage bankers 
and strongly supported the prompt development of 
exchange trading in standardized GNMA options. 
These commentators stated that the availability of 
such options would facilitate their activities in the 
housing market, while at the same time avoiding 
the problems associated with the existence of 
abuses in the over-the-counter stand-by market.'4 
Similar views were expressed by other firms doing 
business with mortgage bankers and/or in the 
markets for GNMA securities, as well as by the 
Options Committee of the Securities Industry As- 
sociation.'® 


In order to assist in its analysis of the CBOE pro- 
posal, the Commission staff solicited specific com- 
ments from several governmental agencies'® in an 
effort to determine the extent to which their inter- 
ests might be affected by the development of an 
exchange-based standardized GNMA options 
market. In response, the Commission received six 





*©CBOE GNMA Options Memorandum, at p. 3. 


11For a discussion of the problems and abuses 
which developed in the GNMA markets, see, 
GNMA Study. See also letter dated June 20, 1980, 
from Alan E. Rothenberg, Senior Vice President, 
Citizens Savings and Loan Association, to the 
Secretary of the Commission; letter dated July 10, 
1980, from William E. Long, Vice President, Resi- 
dential Division, Percy Wilson Mortgage and Fi- 
nance Corp., to George A. Fitzsimmons, Secretary 
of the Commission. File No. SR-CBOE-80-7. 


'2The Commission has considered all comment 
letters received and has placed them in a public 
file. See File No. SR-CBOE-80-7. 


'3The Chicago Board of Trade (the “CBT”) ar- 
gued, in general, that the CBOE’s proposed 
GNMA options are within the jurisdiction of the 
CFTC and that, therefore, the current proscription 
of commodity options, pursuant to the Commodity 
Exchange Act (the “CEA”), 7 U.S.C. 1 et seq., 
and the rules and regulations thereunder, applies 
to the CBOE proposal. Letter dated August 26, 
1980, from Robert K. Wilmouth, President, Chica- 
go Board of Trade, to George A. Fitzsimmons, 
Secretary of the Commission (“CBT letter’). The 
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Commission disagrees. We believe that the CEA 
is not applicable to the trading of options on 
GNMA securites, particularly where the trading is 
on a national securities exchange. See Section 
2(a)(1) of the Commodity Exchange Act, 7 U.S.C. 
2. See also Report of the Senate Comm. on Agri- 
culture and Forestry on H.R. 13113, S. Rep. No. 
1131, 93d Cong., 2d Sess. (1974) at p. 26. 


14In addition to comments from individual mort- 
gage bankers, the Mortgage Bankers Association 
and the Mortgage-Backed Securities Division of 
the Public Securities Association endorsed the 
CBOE proposal. Those organizations also made 
several more technical comments, which are dis- 
cussed infra. 


1SLetter dated November 3, 1980, from John 
Fitzgerald, Chairman, Options Committee, Securi- 
ties Industry Association, to George Fitzsimmons, 
Secretary of the Commission. 


16 The Commission staff requested comments from 
GNMA, the Department of the Treasury, the Com- 
modity Futures Trading Commission, the Board of 
Governors of the Federal Reserve System, and 
the Federal Reserve Bank of New York. 
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letters,'” all of which indicated general support for 
the CBOE proposal.'® 


GNMA and the Department of Housing and Urban 
Development strongly endorsed the establishment 
of a regulated market for the trading of optional 
delivery contracts on GNMA securities, and indi- 
cated that such a market would enhance the ability 
of GNMA to fulfill its responsibilities to the housing 
market. The Federal Reserve Bank of New York 
(“FRB-NY”) observed that it was unlikely that the 
trading of standardized GNMA options would have 
an impact on the market for related underlying se- 
curities, such as Treasury bonds, and indicated 
that the over-the-counter GNMA forward market 
could have a more significant effect on the market 
for Treasury securities, in light of the possibility 
that overextensions and defaults in that market 
could threaten the financial integrity of firms also 
making markets in Treasury securities. The staff of 
the Board of Governors of the Federal Reserve 
System (the “FRB”) and the Department of the 





'7Letter dated August 26, 1980, from Ronald P. 
Laurent, President, Government National Mort- 
gage Association, Department of Housing and 
Urban Development, to Douglas Scarff, Director, 
Division of Market Regulation (““GNMA letter’); let- 
ter dated September 8, 1980, from Lawrence B. 
Simons, Assistant Secretary for Housing—Federal 
Housing Commissioner, to Douglas Scarff, (“HUD 
letter’); letter dated September 11, 1980, from 
Robert Carswell, Deputy Secretary of the Treas- 
ury, to Douglas Scarff, (“Treasury letter’); letter 
dated September 17, 1980, from Peter D. Stern- 
light, Senior Vice President, Federal Reserve 
Bank of New York, to Douglas Scarff, (“FRB-NY 
letter’); letter dated November 5, 1980, from 
Stephen H. Axilrod, Staff Director for Monetary 
and Financial Policy, Board of Governors of the 
Federal Reserve System, to Douglas Scarff, 
(“FRB letter’); and letter dated February 10, 1981, 
from James A. Culver, Director, Division of Eco- 
nomics and Education, CFTC, to Douglas Scarff 
(“CFTC letter’). File No. SR-CBOE-80-7. 


18While the CFTC letter did not explicitly endorse 
the CBOE proposal and indicated that it would not 
address issues with respect to the Commission’s 
jurisdiction over GNMA options, it did not raise any 
problems with the concept of exchange-traded op- 
tions on GNMA securities. 
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Treasury suggested that, on balance, it appeard 
likely that the existence of a derivative options 
market would benefit the GNMA cash market, and 
concluded that GNMA options market, if properly 
regulated, would not be expected to have adverse 
effects on the markets for Treasury securities. 


A. Contract design. 


The American Stock Exchange, Inc. (the “Amex’), 
although generally supporting the concept of 
exchange-traded options on GNMAs, expressed 
concern regarding the design of the CBOE’s 
proposed contract and asserted that the CBOE 
proposal does not adequately address market 
needs.'? Essentially, the Amex stated that the 
yield equivalence feature of the CBOE contract 
would create uncertainty as to what coupon rate 
would be borne by GNMA securities delivered 
upon exercise of an option, and that, consequent- 
ly, an options contract for each GNMA coupon rate 
would be preferable.2° As discussed, infra, so long 
as there are not regulatory concerns, the Commis- 


‘sion is not inclined to substitute its judgment for 


that of a self-regulatory organization with respect 
to such matters of business judgment as the 
optimal contract design for trading standardized 
options on GNMA securities. Under these circum- 
stances, the marketplace generally should be 
permitted to determine whether a particular con- 
tract meets the needs of market participants. 


B. Sales practice requirements. 


Several commentators indicated that a major ben- 
efit of the CBOE proposal would be the availability 





19Letter dated August 28, 1980, from Paul G. Ste- 
vens, Senior Vice President, Options Division, 
Amex, to George A. Fitzsimmons, Secretary of the 
Commission (“Amex letter’). 


20On December 23, 1980, the CBOE addressed in 
detail the issues raised in the Amex letter and pro- 
vided reasons for CBOE’s choice of delivery re- 
quirements. See letter dated December 23, 1980, 
from Thomas N. Rzepski, Senior Vice Preisdent, 
Research and Planning, CBOE, to George A. 
Fitzsimmons, Secretary of the Commission. Other 
commentators indicated that permitting delivery of 
a range of coupon rates would be desirable in cer- 
tain respects. See, e.g., FRB letter, GNMA letter. 
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of a GNMA options market subject to an effective 
regulatory structure.2’ In this regard, the CBOE 
would apply its existing options sales practice 
rules to the trading of GNMA options. For exam- 
ple, the strict suitability rules for equity options 
customers, adopted by the CBOE in response to 
the Options Study recommendations,?? would also 
be applicable to GNMA options customers. In ad- 
dition, customer accounts would be required to be 
specifically approved for GNMA options trading 
based on the customer’s background and financial 
information and investment objectives.2° Broker- 
dealers would be required to furnish to customers 
approved for GNMA options trading disclosure 
material concerning the risks of trading in GNMA 
options.2* The CBOE has also undertaken to de- 
velop an examination and education program for 
member firm personnel selling GNMA options to 
the public and persons supervising such activities, 
in an effort to ensure that such persons are suffi- 
ciently knowledgeable about GNMA options, the 
GNMA cash market, and the rules applicable to 
the sales and trading of GNMA options to deal ap- 
propriately with public customers.25 The Commis- 





21See, e.g., Treasury letter, FRB-NY letter, GNMA 
letter. 


22 Report of the Special Study of the Options Mar- 
kets to the Securities and Exchange Commission, 
H.R. Rep. IFC3, 96th Cong., 1st Sess. (Comm. 
Print 1978) (“Options Study’). 


23This account approval requirement would apply 
only to CBOE members. The Commission urges 
the other exchanges and the National Association 
of Securities Dealers, Inc. to adopt similar require- 
ments applicable to their members trading in 
GNMA options on an access basis. 


24The Options Clearing Corporation (““OCC”) has 
not yet filed disclosure material relating to GNMA 
options with the Commission. The adequacy of 
such disclosure will be reviewed by the Commis- 
sion before trading in GNMA options can begin. 


25While the CBOE’s education and examination 
program will not be applicable to persons associa- 
ted with non-CBOE member firms doing business 
in GNMA options, such persons must have suffi- 
cient knowledge and information concerning 
GNMA options to permit them to evaluate their ap- 
propriateness for customers. 
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sion believes that the requirements currently pro- 
posed,2® together with the modifications that 
CBOE has undertaken to make, should provide an 
adequately regulated environment for the trading 
of GNMA options. 


C. Margin requirements. 


The proposal would provide for the application of 
premium-based margin requirements to GNMA op- 
tions transactions. Essentially, the proposed mini- 
mum margin requirement for each put or call 
GNMA options contract carried in an uncovered 
short position would be 130 percent of the current 
market value of the contract plus $1500.27 CBOE 
has indicated its belief that this level would pro- 
vide adequate coverage in the event of adverse 
price movements and would be less complex to 
calculate than margin based on a percentage of 
the value of the underlying securities (as margin 
for equity options is currently calculated). Since 
Regulation T (12 CFR § 220.1 et seq.), which is 
administered by the FRB, establishes initial mar- 
gin requirements for the trading of options, 
including GNMA options, the CBOE’s proposed 
premium-based margin rules cannot become ef- 
fective without action by the Board of Governors of 
the Federal Reserve System.28 The Commission 





?6The CBOE proposal also would apply position 
and exercise limits to GNMA options trading that 
are more stringent than those currently applicable 
to equity options. Some commentators expressed 
concern that such limits might not be high enough 
to permit normal institutional activity in the GNMA 
markets, but indicated that the limits chosen were 
acceptable as an initial matter. See, e.g., FRB-NY 
letter; letter dated November 5, 1980, from Robert 
L. Shomaker, Vice Chairman, Mortgage-Backed 
Securities Division, Public Securities Association, 
to George A. Fitzsimmons, Secretary to the Com- 
mission. 


27The premium for put or call GNMA options con- 
tracts carried in a long position would be required 
to be fully paid. 


28In commenting on the CBOE proposal, both the 
FRB staff and FRB-NY indicated the view that the 
current margin level for equity options appears in- 
appropriate for GNMA options. See FRB letter, 
FRB-NY letter. 
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understands that the FRB is considering a CBOE 
request for amendments to Regulation T to permit 
the trading of GNMA options using a premium- 
based margin. 


While Regulation T establishes initial margin re- 
quirements, the FRB has not adopted provisions 
with respect to maintenance margin. Accordingly, 
Commission approval of the CBOE proposal will 
establish maintenance margin requirements for 
the trading of GNMA options. The Commission be- 
lieves that the level of maintenance margin pro- 
posed by CBOE is appropriate. Nevertheless, if 
the FRB determines not to approve the CBOE’s 
current margin proposal, the Commission expects 
the CBOE to reexamine the appropriateness of its 
maintenance margin requirements in light of the 
FRB determination. 


D. Pricing considerations. 


Certain commentators also were concerned 
whether the price-related information concerning 
the markets for GNMA securities would be ade- 
quate for pricing GNMA options. In particular, the 
CBT argued that, since pricing in the existing op- 
tions market is dependent upon information con- 
cerning transactions in the underlying securities, 
the creation of a GNMA options market would 
pose serious problems if adequate price-related 
information is not available. As the CBT recog- 
nizes, there is no real time transaction reporting 
system or regulated quotation reporting system for 
the GNMA cash market, as there is for the cash 
market in securities underlying equity options.?9 
While the Commission recognizes that the ab- 
sence of last sale reporting and of regulated quo- 
tation reporting will not permit GNMA options to be 
priced in the same manner as equity options are 
priced,°° on blance the Commission believes that 
there is sufficient information available to permit 
the pricing of GNMA options. As the Amex letter 
points out, the data currently available with re- 
spect to prices in the GNMA cash market supports 
a substantial volume of trading in that market.*" In 
part, such trading can occur efficiently in the ab- 





29See also HUD letter. 


30See generally Options Study, at 933. 


31 Amex letter. 
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sence of more detailed transaction information be- 
cause of the importance and availability of interest 
rate information on GNMA pricing. In addition to 
price information from the cash market, data which 
may be used for pricing purposes will be available 
from the futures market, as well as from the 
CBOE’s GNMA options market. Accordingly, the 
Commission believes, at least as a preliminary 
matter, that there will be sufficient information 
available on the CBOE floor to permit the mainte- 
nance of a fair and orderly market in GNMA op- 
tions. 


E. Surveillance. 


In connection with is proposal, the CBOE has fur- 
nished to the Commission general information 
concerning its plan for surveillance of GNMA op- 
tions trading. The CBOE’s surveillance proce- 
dures for its GNMA options market necessarily dif- 
fer in certain respects from its procedure swith 
respect to its equity options market, primarily be- 
cause of the different regulatory structures ex- 
isting in the GNMA markets. The Commission an- 
ticipates that, as experience is gained with respect 
to the trading of GNMA options, CBOE will make 
any modifications in its surveillance system that 
appear necessary, since adequate surveillance is 
essential in order to realize the benefits and effi- 
ciencies expected from a regulated market and to 
ensure the integrity of the market.°* In order to 
permit the Commission to evaluate the operation 
of the surveillance program, the CBOE should re- 
port to the Commission concerning its GNMA op- 
tions surveillance activities six months after trad- 





32The Commission also is requesting the CBOE to 
furnish a more complete description of its GNMA 
options surveillance program before it commences 
trading. 


33Qn February 18, 1981, the CBOE filed with the 
Commission proposals to amend its rules, among 
other things, to permit it to obtain information con- 
cerning trading in the GNMA markets by affiliates 
of GNMA options market makers and to specify 
the types of information required from market mak- 
ers. In addition, the CBOE filing would prescribe 
qualification requirements for GNMA options per- 
sonnel. See File No. SR-CBOE-81-2. The CBOE 
has represented that the amendments will be con- 
sidered by its Board of Directors in March. 
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ing in GNMA options begins on the CBOE and 
again in one year after that trading begins. 


F. Multiple trading. 


The Commission's consideration of the CBOE pro- 
posal to trade options on GNMA securities and the 
filing of a similar proposal by the New York Stock 
Exchange (the “NYSE’’)34 have raised questions 
regarding multiple trading of these instruments 
and options on other non-equity securities. With 
respect to options on equities, the Commission 
has deferred action on the general expansion of 
multiple trading, among other reasons, in order to 
permit the options self-regulatory organizations to 
consider whether the development of technical fa- 
cilities to integrate to options markets is feasible.*5 
Several commentators have questioned whether 
the decision to defer this issue would also pre- 
clude multiple trading of options on non-equity se- 
curities.%6 


As a preliminary matter, the Commission does not 
believe that its decision to defer consideration of 
whether to permit expansion of multiple trading in 
equity options should apply to multiple trading of 
options on non-equity securities. Restricting multi- 
ple trading with respect to non-equity options 
would widen the Commission's role in allocating 
market “franchises.” While the Commission has, 
pending a decision on multiple trading, permitted 
franchising of equity options, market allocation 
would be significantly more difficult here, given the 
limited number of optionable non-equity instru- 
ments.°” In addition, allocation of non-equity op- 





34On January 30, 1981, the NYSE filed a pro- 
posed rule change pursuant to Section 19(b) of 
the Act to trade options on GNMAs. See File No. 
SR-NYSE-81-4. 


35See Securities Exchange Act Release No. 
16701 (March 26, 1980). 


36At least one commentator appears to have as- 
sumed that this deferral would be extended to op- 
tions on non-equity securities. See Treasury let- 
ter. 


37For example, when the Commission deferred its 
decision on the expansion of mutliple trading of 
equity options, the existing options exchanges ini- 


192/SEC DOCKET 


tions, would also remove any potential for compe- 
tition on the basis of variations in the contract 
design of options on the same underlying securi- 
ty,3® a phenomenon that has occurred to some ex- 
tent in the futures market. As indicated above, the 
Commission believes that it is desirable that mar- 
ket forces, as opposed to regulatory intervention, 
determine the optimal contract design and trading 
environment for options on non-equity securities. 


The Commission's current deferral of a decision 
with respect to the expansion of multiple trading of 
equity options has in part arisen out of a concern 
that, given the historical development of the mar- 
kets for those securities and the importance of op- 
tions trading to the existing options marketplaces, 
unlimited expansion of multiple trading of equity 
options would result, as a practical matter, in only 
a transitory increase in market competition while 
at the same time precipitating significant changes 
in the existing structure of the options markets. 
While the Commission does not believe that it is 
appropriate to take regulatory measures designed 
solely to preserve any particular market or ex- 
change, it remains concerned that unlimited multi- 
ple trading of equity options at this time might re- 
sult in significant deleterious structural changes in 
the markets,°9 with a resultant decrease in compe- 
tition in other areas such as services relating to 
execution and clearing functions. As a result, the 
Commission has expressed an unwillingness to 





tially were able to select sixty new underlying se- 
curities for options trading. In contrast, there ap- 
pear to be only a limited number of non-equity 
securities that could be allocated for options trad- 
ing. 


38For example, the Amex indicated its belief that 
the proposed CBOE contract does not adequately 
address market needs. See discussion, supra. 
Moreover, if the Commission were to attempt to al- 
locate options on non-equity securities, problems 
would arise concerning the method to be used in 
that allocation. For example, the Commission 
could allocate only one option for each underlying 
instrument or could attempt to make difficult deci- 
sions based on whether contracts on the same un- 
derlying instrument were sufficiently different to, in 
effect, constitute different instruments. 


39See, Securities Exchange Act Release No. 
16701 (March 26, 1980) at n. 47. 
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permit further multiple trading absent further study 
of its ramifications. 


Such considerations are not, however, raised in 
the context of a prospective market in options on 
non-equity securities. No potential market has 
committed significant resources on the basis of 
exclusive franchising, nor is there any functioning 
market structure that would be disrupted by the 
existence of multiple trading. Moreover, the Com- 
mission believes, at least as a preliminary matter, 
that allowing multiple trading in the limited area of 
non-equity options would not have the potential to 
jeopardize a marketplace’s financial viability or its 
ability to participate in other areas of the securities 
markets. Accordingly, the Commission believes 
that multiple trading of non-equity options may be 
beneficial to the marketplace and preserve the po- 
tential for competition among market centers in 
this new product, without the possibility of the se- 
vere adverse effects that might occur as a result of 
unlimited multiple trading in the established equity 
options markets. As a result, the Commission is 
not inclined, at this time, to defer multiple trading 
of options on non-equity securities. Early consid- 
eration of this issue will provide guidance to those 
that want to submit other non-equity options pro- 
posals. The Commission, therefore, is soliciting 
comments on the multiple trading question in the 


context of its publication of the NYSE GNMA op- 
tions filing.4° 


lll. FINDINGS AND CONCLUSION 


Under Section 19(b)(2) of the Act, the Commission 
must approve the CBOE’s proposed rule change if 
it finds that the proposed rule change is consistent 
with the requirements of the Act and the rules 
thereunder applicable to the CBOE. For the most 
part, the applicable statutory requirements are 
found in Section 6(b) of the Act, 15 U.S.C. 78f(b), 
which contains a number of requirements for the 
rules of national securities exchanges. The Com- 
mission has carefully reviewed the CBOE proposal 
and has concluded that it is appropriate for the 
CBOE to amend its rules to provide for the trading 
of options on GNMA securities.*’ It should be not- 





49See Securities Exchange Act Release No. 
17578 (February 26, 1981). 


41 The Commission anticipates that the CBOE will 
provide data which will facilitate the Commission’s 
ability to monitor the extent of trading and the 
quality of the market in CBOE GNMA options. 
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ed, however, that such trading cannot begin until 
the CBOE has satisfied other necessary require- 
ments, such as conformance of its rules with the 
FRB margin requirements, and until the OCC has 
obtained approval of a disclosure document for 
GNMA options and has filed any necessary 
amendments to its rules. The Commission finds 
that the proposed rule change is consistent with 
the requirements of the Act and the rules and reg- 
ulations thereunder and, in particular, the require- 
ments of Section 6 and the rules and regulations 
thereunder. 


IT IS THEREFORE ORDERED, pursuant to Sec- 
tion 19(b)(2) of the Act, that the above-mentioned 
amended proposed rule change be, and it hereby 
is, approved. 


By the Commission 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17578/February 26, 1981 


NOTICE OF FILING OF PROPOSED RULE 
CHANGE BY THE NEW YORK STOCK EX- 
CHANGE, INC. 


File No. SR-NYSE-81-4 


The New York Stock Exchange, Inc. (“NYSE”) 
submitted on January 30, 1981, a proposed rule 
change under Rule 19b—4 to establish a regulatory 
framework for trading standardized options on 
Government National Mortgage Association pass- 
through securities (“GNMAs’”). In particular, the 
NYSE proposes to modify and expand its existing 
options rules (“upstairs rules’)' to enable it to im- 





1The NYSE’s existing options rules, in large part, 
consist of sales practice rules applicable to mem- 
ber firms that deal with public customers in con- 
nection with equity options that are listed and 
traded on the options exchanges. See NYSE 
Rules 700 through 791. 
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plement a GNMA program.? The NYSE also pro- 
poses to adopt certain additional rules (‘‘op- 
erational rules’) relating to such operational 
matters as trading restrictions, floor procedures, 
exercise and delivery requirements and compari- 
son and clearing procedures. The proposed modi- 
fication and expansion of the NYSE’s upstairs 
rules, together, with certain of the operational 
rules, have been derived principally from the pro- 
posed rule change filed by the CBOE to modify its 
rules to provide for GNMA options trading. The 
operational rules, for the most part, are substan- 
tially identical to the options rules of the American 
Stock Exchange, Inc. (‘““Amex’).4 In addition, the 
NYSE proposes to amend its Certificate of Incor- 
poration and its Constitution to establish an addi- 
tional class of physical access memberships for 
the purpose of effecting transactions in put and 
call options on non-equity securities. 


In addition to publishing the specific rule changes 
proposed by the NYSE for comment, the Commis- 
sion is inviting comment on certain unique issues 
raised by the filing. In particular, the NYSE pro- 
posal, in light of the Commission’s decision to per- 
mit the CBOE to trade a virtually identical con- 
tract,5 raises questions regarding multiple trading 
of non-equity options. While the Commission has 
deferred its determination regarding the expansion 
of multiple trading of equity options, as a prelimi- 
nary matter, it does not believe that this decision 
should be extended to multiple trading of options 
on non-equity securities.© Commentators are es- 
pecially invited to discuss any factors or issues 
that might be relevant in this regard, particularly 





2As a technical matter, the proposed rule change 
also would apply to options on other obligations is- 
sued or guaranteed by the U.S. Government or by 
quasi-governmental corporations other than 
GNMA. This particular rule filing, however, does 
not contemplate the establishment of a program to 
trade options on such other securities. 


3File No. SR-CBOE-80-7. 
4See generally Amex Rules 900 through 991. 


5See Securities Exchange Act Release No. 17577 
(February 26, 1981). 


S/d. 
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whether non-equity options should be treated dif- 
ferently from equity options and whether multiple 
trading of this limited group of options will have a 
significant negative competitive impact on the op- 
tions markets in generai. 


In addition to this concern, the Commission notes 
that the Special Study of the Options Market dis- 
cussed several concerns relative to NYSE partici- 
pation in the standardized stock options market, 
including among other factors (1) the trading of 
options at the same physical location as the princi- 
pal market for the underlying securities and (2) the 
position of the NYSE as the predominant equity 
market.” As a preliminary matter, the Commission 
is inclined to believe that these concerns are not 
relevant to NYSE participation in the market for 
options on non-equity securities. Commentators 
are invited to address these or any other issues 
relating to NYSE participation in the GNMA op- 
tions markets.® 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
March 2, 1981. In order to assist the Commission 
to determine whether to approve the proposed rule 
change or to institute proceedings to determine 
whether the proposed rule change should be dis- 
approved, interested persons are invited to submit 
written data, views and arguments concerning the 
submission within 60 days from the date of publi- 
cation in the Federal Register. Persons desiring to 
make written comments should file six copies 
thereof with the Secretary of the Commission, Se- 
curities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Refer- 
ence should be made to File No. SR-NYSE-81-4. 





7Report of the Special Study of the Options Mar- 
ket to the Securities and Exchange Commission, 
H.R. Rep. IFC3, 96th Cong., 1st Sess., Chapter 
Vill, Parts IV and VI (Comm. Print 1978). 


8As an additional matter, commentators also may 
want to discuss concerns that might arise from the 
simultaneous trading of GNMA options and GNMA 
futures or options on GNMA futures on a single 
floor. The Commission understands that the NYSE 
proposes to trade GNMA options on the floor of 
the New York Futures Exchange (“NYFE”) and 
has proposed to trade GNMA futures and options 
on GNMA futures on that floor as well. 
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Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the 
proposed rule change which are filed with the 
Commission, and all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those 
which may be withheld from the public in accord- 
ance with the provisions of 5 U.S.C. 552, will be 
available for inspection and copying at the Com- 
mission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. Copies of the filing and of 
any subsequent amendments will also be availa- 
ble at the principal office of the above-mentioned 
self-regulatory organization. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17579/February 26, 1981 


NOTICE OF FILING OF PROPOSED RULE 
CHANGE BY MIDWEST STOCK EXCHANGE, 
INC. 


File No. SR-MSE-81-1 


The Midwest Stock Exchange, Inc. (‘“MSE’’) 
submitted on February 20, 1981, a proposed rule 
change under Rule 19b-—4 to adopt an ITS “trade- 
through” and “locked markets” Rule to protect or- 
ders from executions at prices inferior to prices 
which exist on other participation market centers. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
March 2, 1981 In order to assist the Commission 
to determine whether to approve the proposed rule 
change or institute proceedings to determine 
whether the proposed rule change should be dis- 
approved, interested persons are invited to submit 
written data, views and arguments concerning the 
submission within 21 days from the date of publi- 
cation in the Federal Register. Persons desiring to 
make written comments should file six copies 
thereof with the Secretary of the Commission, Se- 
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curities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Refer- 
ence should be made to File No. SR-MSE-81-1. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the 
proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those 
which may be withheld from the public in accord- 
ance with the provisions of 5 U.S.C. §552, will be 
available for inspection and copying at the Com- 
mission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. Copies of the filing and of 
any subsequent amendments will also be availa- 
ble at the principal office of the above-mentioned 
self-regulatory organization. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17580/February 26, 1981 


Procedures and Requirements for National Market 
System Plans 


ACTION: Final rule. 


SUMMARY: The Commission announces the 
adoption of a rule establishing procedures and re- 
quirements for joint industry plans in connection 
with planning, developing, operating or regulating 
a national market system (or a subsystem thereof) 
or one or more facilities thereof. The rule estab- 
lishes procedures relating to Commission approval 
of national market system plans and amendments 
to such plans. 


EFFECTIVE DATE: Sixty days after publication of 
this release in the Federal Register. 


FOR FURTHER INFORMATION CONTACT: 


Bruce Beatt (202-272-2838), Room 390, Division 
of Market Regulation, Securities and Exchange 
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Commission, 500 North Capitol Street, Washing- 
ton, D.C. 20549. 


SUPPLEMENTARY INFORMATION: The Securi- 
ties and Exchange Commission (“Commission” or 
“SEC”) today announced the adoption of Rule 
11Aa3-2' under the Securities Exchange Act of 
19342 (‘Act’), which establishes procedures 
relating to the filing and approval of joint industry 
plans in connection with the planning, developing, 
operating or regulating of a national market 
system (or a subsystem thereof) or one or more 
facilities thereof (“NMS Plans’). Rule 11Aa3-2 
specifies procedures for filing and amending NMS 
Plans (including amendments initiated by the 
Commission) and establishes certain minimum 
procedural and substantive requirements applica- 
ble to NMS Plans. 


|. Background 


On December 7, 1979, the Commission issued a 
release (‘Proposing Release’’) publishing for com- 
ment proposed Rule 11Aa3-2 (“Rule”) under the 
Act.* The proposed Rule, which was designed to 
implement the provisions of Section 11A(a)(3)(B) 
of the Act,* would have established certain proce- 





117 CFR § 240.11Aa3-2. 


215 U.S.C. §§ 78a et seqg., as amended by Pub. 
L. No. 94-29 (June 4, 1975), 89 Stat. 97, [1975] 
U.S. Code Cong. & Ad. News 97. 


3See Securities Exchange Act Release No. 16410 
(December 7, 1979), 44 FR 72606. 


415 U.S.C. § 78k-1(a)(3)(B). Section 11A(a)(3)(B) 
authorizes the Commission, in furtherance of its 
statutory directive to facilitate the development of 
a national market system, by rule or order, 


to authorize or require self-regulatory 
organizations to act jointly with respect 
to matters as to which they share au- 
thority under [the Act] in planning, de- 
veloping, operating or regulating a na- 
tional market system (or a subsystem 
thereof) or one or more facilities thereof. 


In the Proposing Release, the Commission re- 
viewed its historical commitmment to: joint industry 
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dures and requirements applicable to NMS Plans,5 
including the following: 


(1) procedures relating to the filing and approval 
of NMS Plans and amendments thereto as pro- 





action to achieve the goals and facilities of a na- 
tional market system. See Proposing and Re- 
lease, /d., at 2-11, 44 FR 72607-72068. 


5Currently, NMS Plans include (1) the joint indus- 
try plan to govern the implementation and opera- 
tion of the consolidated transaction reporting sys- 
tem (“CTA Plan’) (see Securities Exchange Act 
Release Nos. 10787 (May 10, 1974) and 16589 
(February 19, 1980), 39 FR 17799 and 45 FR 
12377); (2) the joint industry plan to govern the im- 
plementation and operation of the consolidated 
quotation system (“CQ Plan’) (see Securities Ex- 
change Act Release No. 16518 (January 22, 
1980), 45 FR 6521); (3) the joint industry plan to 
govern the implementation and operation of the 
Intermarket Trading System (“ITS Plan’), ap- 
proved by the Commission on a temporary basis 
(see Securities Exchange Act Release No. 16214 
(September 21, 1979), 44 FR 56069). In addition, 
a joint industry plan to govern the reporting of op- 
tions last sale and quotation information has been 
filed with the Commission in order to obtain Com- 
mission approval of the plan under Section 
11A(a)(3)(B). See Securities Exchange Act Re- 
lease No. 16519 (January 22, 1980), 45 FR 6677. 


Furthermore, the Commission recently has adopt- 
ed Rule 11Aa2-1 Under the Act, which estab- 
lishes procedures by which securities or classes of 
securities would be designated as qualified for 
trading in a national market system. See Securi- 
ties Exchange Act Release No. 17549 (February 
17, 1981) (“Designation Release’). Paragraph (c) 
of that rule requires that, by July 15, 1981, the Na- 
tional Association of Securities Dealers, Inc., 
(“NASD”) file with the Commission a designation 
plan to establish various designation procedures. 
Because the designation plan would be filed by a 
single self-regulatory organization (“SRO”), it 
would not be subject to Rule 11Aa3-2, although it 
will be subject to similar procedural provisions, 
which are contained in paragraphs (d) and (e) of 
Rule 11Aa2-1. However, if in connection with a 
designation plan filed pursuant to Rule 11Aa2-1, 
other changes are made to an existing NMS Plan, 
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posed by NMS Plan sponsors;® (2) procedures 
relating to amendments to NMS Plans proposed 
by the Commission;’ (3) requirements regarding 
the content of NMS Plans;® (4) subject to various 
exceptions, a requirement that competitive bidding 
be conducted in connection with certain aspects of 
the development or operation of facilities contem- 
plated by NMS Plans;9 (5) a requirement that NUS 
Plans required to be filed pursuant to another 
Commission rule comply with all other provisions 
of that rule'®; and (6) a requirement that NMS 
Plan sponsors and participants comply with the 
terms of NMS Plans and that each SRO, absent 
reasonable justification or excuse, enforce compli- 
ance with any NMS Plan by its members and per- 
sons associated with its members."' 


ll. Discussion of Comments 


In response to the proposal of Rule 11Aa3-2, the 
Commission received comments from six persons, 
including three national securities exchanges, the 
NASD, one broker-dealer and one securities infor- 
mation vendor.'? While the commentators were 





FOOTNOTE, Continued 


such as the CTA Plan, those changes would be 
subject to the Rule. 


Finally, the Commission has requested the various 
SROs to develop and implement a joint plan to 
provide a mechanism to ensure price protection 
for public limit orders. See Securities Exchange 
Act Release No. 15671 (March 22, 1979), 44 FR 
20360. See also Securities Exchange Act Release 
No. 15770 (April 26, 1979), 44 FR 26692. 


6Proposed Rule 11Aa3-2(b) and (c). 
7Id. 

8Proposed Rule 11Aa3—2(b). 
°Proposed Rule 11Aa3-—2(B)(6). 
10Proposed Rule 11Aa3—2(b)(5). 

11 Proposed Rule 11Aa3-2(d). 


12See letter from J. Stephen Putnam, President, 
F.L. Putnam & Company, Inc. to George A. 
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generally in favor of adoption of the Rule, all but 
one of the commentators strongly criticized the 
competitive bidding requirement contained in the 
Rule. In addition, various commentators sug- 
gested changes in the procedural provisions of the 
Rule. After considering these comments, the Com- 
mission has determined to adopt Rule 11Aa3-2 in 
a revised format, effective sixty days following 
publication in the Federal Register. |In particular, 
the Commission has withdrawn the competitive 
bidding requirement and replaced it with a require- 
ment that NMS Plan sponsors provide the Com- 
mission with a statement explaining the reasons 
for the selection of any person to act as plan 
processor in connection with the operation of any 
NMS Plan facility. In addition, the Commission has 
made certain changes in the procedural provisions 
of the Rule.’ 





Fitzsimmons, Secretary, SEC, dated January 30, 
1980; letter from James E. Buck, Secretary, New 
York Stock Exchange, Inc. (“NYSE”), to George 
A. Fitzsimmons, Secretary, SEC, dated March 14, 
1980 (“NYSE Letter’); letter from Scott L. Lager, 
Executive Vice President and General Counsel, 
Chicago Board Options Exchange, Inc. (“CBOE”), 
to George A. Fitzsimmons, Secretary, SEC, dated 
March 19, 1980, re File No. S7-807 (“CBOE Let- 
ter |’); further letter from Scott L. Lager, Executive 
Vice President and General Counsel, CBOE, to 
George A. Fitzsimmons, Secretary, SEC, dated 
March 19, 1980, re File No. S7-814 (“CBOE Let- 
ter II”); letter from Murray Sumner, Bunker Ramo 
Corporation, to George A. Fitzsimmons, Secre- 
tary, SEC, dated March 14, 1980 (‘Bunker Ramo 
Letter’); letter from Gordon S. Macklin, President, 
NASD, to George A. Fitzsimmons, Secretary, 
SEC, dated April 1, 1980 (‘“NASD Letter’); and let- 
ter from Robert J. Birnbaum, President, American 
Stock Exchange, Inc. (‘‘Amex’’), to George A. 
Fitzsimmons, Secretary, SEC, dated April 8, 1980 
(“Amex Letter’). These letters (including CBOE 
Letter Il) are contained in File No. S7-814. 


13In connection with the adoption of the Rule, the 
Commission is also modifying Rule 11Aa3-1 [17 
CFR §240.11Aa3-1] to conform that rule to the 
provisions of the Rule. See Securities Exchange 
Act Release No. 16589 (February 19, 1980), at 10 
n. 16, 45 FR 12377, 12379 n. 16, and Proposing 
Release, supra note 3, at 12 n. 18, 44 FR 72608 
n. 18. In incorporating the appeals provision con- 
tained in the Rule, the modification of Rule 
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A. Competitive Bidding 


As indicated, commentators strongly criticized the 
competitive bidding requirement contained in the 
Rule. The SROs argued that a competitive bidding 
requirement was not necessary to deal with any 
perceived national market system concern, was in- 
consistent with the industry cooperation which has 
characterized national market system develop- 
ments to date, and would involve substantial costs 
which could not be justified by the benefits which 
might be obtained.'* On the other hand, the only 
securities information processor which com- 
mented on the Rule supported the competitive bid- 
ding requirement.'5 


The Commission believes that the differing posi- 
tions of commentators may reflect differing com- 
petitive interests. Most national market system 
and related facilities implemented to date have 
been designed and built by the SROs themselves 
or related entities.‘© While the Commission has 
not determined that the resultant facilities have 
been poorly designed or inefficiently operated, it 
would appear that securities information proc- 
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11Aa3-1 deletes the words ‘and other users of 
transaction reports or last sale data” in former par- 
agraph (g) of Rule 11Aa3-1. However, this modifi- 
cation is not intended to have the effect of limiting 
the class of aggrieved persons who may bring 
appeals to the Commission. Finally, the modifica- 
tions to Rule 11Aa3-1 do not reflect the amend- 
ments to that rule adopted recently in the Designa- 
tion Release (see note 5, supra) because those 
amendments are not due to be effective until Feb- 
ruary 1982. 


14See, e.g., NYSE Letter, supra note 12, at 7-8, 
and Appendix 1 thereto; and NASD Letter, supra 
note 12. 


15See Bunker Ramo Letter, supra note 12. 


16For example, the Securities Industry Automation 
Corporation, the CTA, CQ and ITS Plan proc- 
essor, is a joint subsidiary of the Amex and NYSE, 
and NASD Market Services Inc., which is involved 
in ongoing enhancements of the NASDAQ system, 
is a subsidiary of the NASD. 


198/SEC DOCKET 


essors which do not possess any control relation- 
ship with an SRO have found it difficult to partici- 
pate effectively in national market system planning 
and development. 


The Commission’s responsibility under the Act is 
not to act as the arbiter of individual competitive 
interests but instead to further the objectives set 
forth in Section 11A of the Act, including those 
relating to the enhancement of competition in the 
securities industry.17 While the Commission has 
not concluded that competitive bidding is a neces- 
sary requirement to further these objectives,'® the 
Commission believes that it is important that 
SROs give adequate consideration to alternative 
plan processors in connection with the operation 
of national market system facilities. Consideration 
of alternative processors would appear to be in the 
sponsors’ interest since such consideration may 
result in achieving long-run cost savings and 
operating efficiencies. On the other hand, the 
Commission recognizes the concerns expressed 
by commentators that any effective competitive 
bidding requirement would be burdensome and 
costly. As a consequence, the Commission has 
determined to withdraw the competitive bidding re- 
quirement contained in the Rule as proposed and 
to replace it with a requirement that, in connection 
with the selection of any person to act as an NMS 
Plan processor, the NMS Plan sponsors file with 
the Commission a statement identifying the person 
selected, describing the material terms under 
which such person is to serve as plan processor 
and indicating the solicitation efforts, if any, for 
alternative plan processors, the alternatives con- 
sidered and the reasons for selection of such per- 
son.'? The Commission anticipates that the infor- 





17See Section 11A(a)(1)(C)(ii) and (D) of the Act, 
15 U.S.C. § 78k-1(a)(1)(C)(ii) and (D). 


18See Bradford National Clearing Corp. v. SEC, 
590 F.2d 1085 (D.C. Cir. 1978). Cf. Securities Ex- 
change Act Release No. 17562 (February 20, 
1981). 


19See Rule 11Aa3-—2(b)(6). The new requirement 
would not apply to any selection of a plan proc- 
essor prior to the effective date of the Rule. In ad- 
dition, the requirement wold not apply to the selec- 
tion of a person to supply hardware or software in 
connection with an NMS Plan facility. In this con- 
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mation obtained in connection with the receipt of 
these statements will enable it ultimately to deter- 
mine whether it is necessary to require competi- 
tive bidding or any other measure in order to foster 
competition and enhance efficiency in this aspect 
of the securities industry. 


B. Procedural Requirements 


A number of commentators argued that the proce- 
dures contained in Rule 11Aa3-—2 should be anal- 
ogous in all relevant respects to the procedural re- 
quirements contained in Section 19 of the Act.2° 
Specifically, these commentators asserted that the 
Rule should be modified to require Commission 
action on NMS Plans and amendments thereto 
within the time periods specified in Section 19(b) 
of the Act, to provide for summary effectiveness of 
certain filings as also specified in Section 19 of the 
Act and to provide more precise parallels between 
the appeals procedure contained in the Rule and 
that contained in Section 19 of the Act. 


The Commission does not believe that it was the 
intent of Congress to treat NMS Plans as analo- 
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nection, the Commission notes that the SROs 
have generally purchased hardware and software 
for national market system related facilities from 
independent entities and that, as a result, the se- 
lection of a person to provide hardware or soft- 
ware does not necessarily involve regulatory con- 
cerns similar to those related to the selection of a 
person to act as NMS Plan processor. 


20See, e.g., NYSE Letter, supra note 12, at 9-10; 
CBOE Letter Il, supra note 12, at 1-10. Thus, the 
NYSE took the position that ‘‘NMS Plans are 
conceptually simply joint SRO rules—in effect, a 
special series of rules subject to Section 19.” The 
CBOE stated that “[b]ecause of the similarity be- 
tween amending SRO rules and amending joint 
SRO plans it appears to us that the starting point 
for the establishment of procedures to be followed 
under section 11A should be those that are con- 
tained in subsections 19(b) and (c), modified as 
may be necessary to reflect their application to 
joint SRO action under section 11A.” Among other 
things, Section 19 of the Act cotains requirements 
applicable to the filing by SROs of proposed rule 
changes. See Section 19(b) of the Act, 15 U.S.C. 
§ 78s(b). 
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gous to SRO rules and thereby incorporate the 
provisions of Section 19 into Section 11A(a)(3)(B). 
To the contrary, the legislative history of the Secu- 
rities Acts Amendments of 19752" (‘1975 Amend- 
ments’) indicates that Congress viewed the Com- 
mission’s authority in Section 11A(a)(3)(B) as 
distinct from its authority contained in Section 19 
or any other provision of the Act.22 Moreover, had 
Congress wished to make clear an intention that 
Section 11A(a)(3)(B) be subject to the procedures 
contained in Section 19, it could have simply in- 
corporated by reference the provisions contained 
in Section 19 into section 11A(a)(3)(B) or repeated 
those provisions in Section 11A(a)(3)(B).2% 


Notwithstanding the foregoing, the Commission 
believes that certain of the specific suggestions of 
the commentators with respect to the procedures 
governing NMS Plans are appropriate and should 
be included in the Rule.?4 First, the Rule as adopt- 





21Pub. L. No. 94-29 (June 4, 1975). 


22Thus, the Senate Report on the bill which was 
the precursor of the 1975 Amendments, in dis- 
cussing proposed Section 19(c) of the Act 
(authorizing the Commission to amend SRO rules 
and providing certain specialized procedures ap- 
plicable to Commission action), stated that 


In order to avoid any doubt as to the 
SEC’s authority in areas where its direct 
authority overlaps its indirect authority, 
Section 19(c)(4) would make clear that 
where the Commission has direct au- 
thority, it would not be required to pro- 
ceed under Section 19(c) or to follow 
the procedures specified in that section. 


See Senate Comm. on Banking, Housing & Urb. 
Aff., Report to Accompany S. 249, S. Rep. No. 
94-75, 94th Cong., 1st Sess. 31 (1975), reprinted 
in [1975] U.S. Code Cong. & Ad. News 179, 209. 


23In this regard, it is noteworthy that the modifica- 
tions in Commission oversight of SRO rulemaking 
in Section 19 and the inclusion of Section 
11A(3)(B) were both considered in connection with 
the enactment of the 1975 Amendments. 


24In addition, the Commission has retained 
various other provisions in the proposed Rule 
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ed provides that, within 120 days of the date of 
publication of notice of filing of an NMS Plan or an 
amendment to an effective NMS Plan, or within a 
longer period of up to 180 days if the Commission 
finds such longer period appropriate or such long- 
er period as to which the NMS Plan sponsors 
consent, the Commission shall approve the NMS 
Plan or amendment subject to the Commission 
having made the necessary findings required by 
the Rule.25 Second, the Rule as adopted provides 
that a proposed amendment to an NMS Plan may 
be put into effect upon filing with the Commission 
if designated by the NMS Plan sponsors as (a) es- 
tablishing a fee or other charge collected on behalf 
of all of the NMS Plan sponsors and/or partici- 
pants in connection with access to, or use of, any 
facility contemplated by the NMS Plan; (b) con- 
cerned solely with the administration of the NMS 
Plan, or involving the governing or constuent doc- 
uments relating to any person (other than SRO) 
authorized to implement or administer the NMS 
Plan; or (c) involving only technical matters. How- 
ever, at any time within 60 days of the filing of any 
such amendment, the Commission may summarily 
abrogate the amendment and require that it be 
refiled in accordance with the otherwise applicable 
procedures contained in the Rule.2® Third, the 
Rule as adopted contains procedures relating to 
Commssion review of any action taken or failure to 
act by any person in connection with an NMS Plan 
which more closely parallel the provisions of Sec- 
tions 19(d) and (f) of the Act than the Rule as pro- 
posed.27 
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which are analogous to provisions contained in 
Section 19. For example, the Commission has re- 
tained, with certain modifications, the provision 
permitting the Commission to approve an amend- 
ment summarily upon publication of notice on a 
temporary basis. Rule 11A3-2(c)(4). Cf. Section 
19(b)(3)(B) of the Act. 


25See Rule 11Aa3—2(c)(2). Cf. Section 19(b)(2) of 
the Act. 


26See Rule 11Aa3-2(c)(3). Cf. 
19(b)(3)(A) and (C) of the Act. 


Section 


27See Rule 11Aa3-2(e). 
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C. Commission Initiation of Amendments to NMS 
Plans 


While no commentator questioned the Commis- 
sion’s authority to initiate amendments to NMS 
Plans,28 several commentators?® argued that the 
procedures followed by the Commission in ini- 
tiating any amendment should be analogous to 
those required in connection with Commission ac- 
tion to amend the rules of an SRO under Section 
19(c) of the Act.°° In addition, one commentator 
suggested that, because of the broad authority 
which the Commission could exercise in initiating 
amendments to an NMS Plan, and the possibility 
that the potential exercise of this authority might 
reduce cooperation among NMS Plan participants, 
the circumstances under which the Commission 
might initiate amendments to NMS Plans “should 
be set forth in the Rule with greater specificity.”’>" 


For the reasons articulated above, the Commis- 
sion does not believes that there is any legal re- 
quirement that Commission initiated amendments 
to NMS Plans be processed in accordance with 
the procedures specified in Section 19(c) of the 
Act. Moreover, as a policy matter, the Commission 
does not believe it is appropriate to require oral 
presentation of views at an on-the-record hearing 
for Commission initiated amendments to NMS 





28See Proposing Release, supra note 3, at 14 n. 
22, 44 FR 72609 n. 22. The Rule provides that 
Commission initiation of an amendment to an NMS 
Plan shall be by rule. The Commission would note, 
however, that the Commission is also authorized 
under Section 11A(a)(3)(B) to act by order. 


29See e.g., NYSE Letter, supra note 12, at 12; 
Amex Letter, supra note 12, at 10-12. 


3°The Commission’s action under Section 19(c) is 
governed by the requirements contained in the 
Administrative Procedure Act, 5 U.S.C. §§ 553 et 
seq., for rulemaking not on the record, with certain 
exceptions. Most significantly, the Commission is 
required under Section 19(c) to give interested 
persons an opportunity for oral presentation of 
data, views, and arguments (in addition to an op- 
portunity to make written submissions), and a tran- 
script must be kept of any oral presentation. 


31See Amex Letter, supra note 12, at 11. 
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Plans. The Commission believes that, in light of 
Congress’ desire to provide the Commission with 
maximum flexibility in facilitating the development 
of a national market system, such a requirement 
would be inappropriate. The Commission has, 
however, provided procedures which are similar to 
those for SRO sponsored amendments which 
have been derived from Section 19(b) of the Act. 


With respect to the comment that the Commission 
should specifically set forth the circumstances un- 
der which the Commission might initiate amend- 
ments to NMS Plans, the Commission would reit- 
erate its views expressed in the Proposing 
Release.32 The Commission hopes that the Com- 
mission and industry will cooperate to the maxi- 
mum extent feasible in the developmnt of the na- 
tional market system and therefore anticipates that 
it will be necessary to use the Commission’s au- 
thority only in extraordinary circumstances. In ad- 
dition, the Commission does not believe that it 
would be practicable to attempt to delineate the 
particular circumstances in which the Commission 
might deem it appropriate to exercise its authority. 
For these reasons, the Commission has deter- 
mined not to attempt to set forth in the Rule as 
adopted the circumstances under which it might 
exercise its authority to propose amendments to 
NMS Plans. 


D. Information Contained in NMS Plans 


For a number of reasons, several commentators 
criticized paragraphs (b)(3) and (4) of the Rule 
which specify certain information required to be 
contained in any NMS Plan filed with the Commis- 
sion.*3 Specifically, these commentators argued 
that the actual manner in which an NMS Plan facil- 
ity may develop is unpredictable and that as a re- 
sult the requirement to provide particularized infor- 
mation with respect to the implementation and 
operation of the NMS Plan at the time the NMS 
Plan is filed with the Commission might adversely 
affect the administration of an NMS Plan. In addi- 
tion, a number of the specific items of information 








32See Proposing Release, supra note 3, at 13, 44 
FR 72609. 


33See, e.g., NYSE Letter, supra note 12, at 3-4; 
CBOE Letter Il, supra note 12, at 4-5; Amex Let- 
ter, supra note 12, at 13. 
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were ciriticized. In particular, it was argued that 
the requirement in Rule 11Aa3—2(b)(3)(iv) as pro- 
posed that the NMS Plan or amendment include 
“an analysis of the impact on competition of imple- 
mentation of the plan or amendment or any facility 
contemplated by the plan or amendment’ was 
unclear without an indication of how the Commis- 
sion would interpret the term “analysis,” and it 
was suggested that this requirement be revised to 
require only a statement as to whether any burden 
on competition would be imposed by the adoption 
of the plan or amendment and, if so, an explana- 
tion of why the imposition of the burden would be 
consistent with the requirements of the Act.34 In 
addition, it was argued that the specific fees or 
charges in connection with the NMS Plan should 
not be required to be contained in the NMS Plan 
because of the administrative burdens and delays 
which could occur after the NMS Plan was filed, 
unless these fees and charges could be changed 
without obtaining prior Commission approval.°5 


With one exception, the Commission has retained 
the substance of the informational requirements 
contained in Rule 11Aa3—2(b)(3) and (4).3° While 
the Commission recognizes that NMS Plans may 
well be modified in the course of their develop- 
ment, the Commission does not believe that this 


factor should preclude the requirement of particu- 
larized information with respect to the NMS Plan 
when it is filed with the Commission.?’ Rather, the 





34See Amex Letter, supra note 12, at 13. 


35See Amex letter, supra note 12, at 14-15; 
CBOE Letter |, supra note 12, at 5-7. 


36Since the Commission has withdrawn the pro- 
posed competitive bidding requirement, the Com- 
mission has determined to withdraw the require- 
ment contained in proposed Rule 11A3-—2(b)(3)(iii) 
that an NMS Plan provide a statement of the meth- 
od by which any significant contracts for any 
phase of development and implementation will be 
let. 


The requirements contained in paragraphs (b)(3) 
and (4) of the Rule as proposed are contained in 
paragraphs (b)(4) and (5) of the Rule as adopted. 


37 However, the informational requirements would 
not apply to any NMS Plan or amendment ap- 
proved prior to the effective date of the Rule. 
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Commission would anticipate that the NMS Plan 
participants will use their best efforts to provide 
the required information. In the event that material 
changes occur in the development of the NMS 
Plan which would make the information field inac- 
curate, the NMS Plan participants should file an 
amendment to the NMS Plan with the Commis- 
sion. The Commission will cooperate with the 
NMS Plan participants in minimizing administrative 
concerns by exercising its authority to approve 
amendments to NMS Plans summarily on a tem- 
porary basis where appropriate.3® 


The Commission is unable to agree with the view 
that an analysis of the impact on competition of 
implementation of the NMS Plan should not be re- 
quired of the NMS Plan sponsors. It would seem 
beyond question that the NMS Plan sponsors are 
in the best position to provide the information nec- 
essary for the Commission to ascertain the effects 
of an NMA Plan on competition. In addition, be- 
cause NMS Plans involve joint action by NMS Plan 
sponsors and particiants, the Commission be- 
lieves that it must be particularly cognizant of, and 
sensitive to, the effects of an NMS Plan on compe- 
tition in connection with the exercise of the Com- 
mission’s statutory authority to approve NMS 
Plans. Accordingly, the Commission believes that 
statements made by the NMS Plan sponsors with 
respect to the effects of the NMS Plan on competi- 
tion must be sufficiently detailed and specific to 
support a Commission finding that the NMS Plan 
furthers the objectives*? set forth in Section 11A of 
the Act with respect to competition.*° 





38/n addition, the Commission would note that it 
has delegated to the staff its authority to approve 
NMS Plan amendments. See 17 CFR 
§ 200.30-3(29). 


39See text and note at note 17, supra. 


40 it may be noted that similar comments were re- 
ceived in connection with the Commission’s pro- 
posal to amend Form 19b-4, the form on which 
SRO proposed rule changes are filed, to specify in 
detail the information that a SRO should provide in 
a discussion of effects of a proposed rule on com- 
petition. For reasons similar to those articulated 
herein, the Commission rejected the view that a 
detailed discussion would be too burdensome, and 
it adopted the proposal. See Securities Exchange 
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Finally, the Commission believes that it has met 
concerns expressed regarding the required de- 
scription of specific fees or charges in an NMS 
Plan by its addition to the Rule of a provision 
permitting such fees or charges to be put into ef- 
fect immediately upon publication of notice of the 
filing thereof, subject to the Commission’s right to 
abrogate those fees or charges summarily within 
60 days thereafter.*' 


E. Compliance Provisions 


One commentator argued that the provisions con- 
tained in paragraphs (b)(5) and (d) of the Rule as 
proposed should be deleted.42 Proposed Rule 
11Aa3-2(b)(5) provided that any NMS Plan re- 
quired to be filed pursuant to a Commission rule*? 
comply with all other provisions of that Commis- 
sion rule. Rule 11Aa3-2(d) provided that every 
SRO and non-member broker or dealer shall com- 
ply with the terms of any NMS Plan of which it is a 
sponsor or a participant. In addition, it provided 
that every SRO shall, absent reasonable justifica- 
tion or excuse, enforce compliance with any NMS 
Plan by its members and persons associated with 
its members.*4 Although the validity of these provi- 
sions was not questioned, it was argued that the 
burdens imposed by these provisions were exces- 
sive and inappropriate. In this connection, it was 
asserted that NMS Plans should be analogized to 
contractual relationships, subject to ordinary legal 
means for enforcing contracts and assessing dam- 
ages, rather than rule-type measures.*5 





Act Release No. 17258 (October 30, 1980), at 
14-15, 45 FR 73906, 73909. 


41See text and note at note 26, supra. 
42 CBOE Letter Il, supra note 12, at 12-13. 


43This provision would, for example, apply to 
plans filed pursuant to Rule 11Aa3-1 under the 
Act. See notes 5 and 13, supra. 


44These provisions would, of course, apply to all 
NMS Plans approved by the Commission, whether 
or not approved by the Commission prior to the ef- 
fective date of the Rule. 


45QOn the other hand, this commentator, in arguing 
that the procedures contained in the Rule should 
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The Commission has determined to retain tnese 
provisions.*® Since the enactment of the federal 
securities laws in the 1930’s, the concept of self- 
regulation has been a cornerstone of Commission 
and industry regulatory structure. While the Com- 
mission recognizes that the SROs should have 
flexibility in the operation of NMS Plans and facili- 
ties, the Commission believes that an essential 
part of the self-regulatory structure should be the 
obligation on the part of these entities to enforce 
the provisions of NMS Plans. Thus, the Commis- 
sion continues to believe that Rule 11Aa3-2(b)(7) 
and (d) are appropriate provisions which advance 
the important role that the Commission has histor- 
ically attached to joint industry action to achieve 
the goals and facilities of a national market sys- 
tem.*”7 The Commission anticipates that the legal 
significance accorded NMS Plans by these provi- 
sions will underscore the need for SROs and 
broker-dealers to treat NMS Plans as controlling 
their behavior and thereby further the goals of a 
national market system. The Commission also 
would note that these provisions are analogous to 
other provisions added by the 1975 Amend- 
ments.*8 


F. Technical Amendments 


The Commission has made a number of technical 
changes in the Rule in response to comments. 
First, several commentators argued that the defini- 
tion of the term “national market system plan” in 
the Rule as proposed*? was not confined to NMS 
Plans between or among two or more SROs and 
that as a result virtually any individual SRO facility 
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be analogous to those in Section 19 of the Act, 
analogized NMS Plans to joint SRO rules. See 
CBOE Letter Il, supra note 12, at 2-3. 


46Proposed Rule 11Aa3—2(b)(5) has been redes- 
ignated as Rule 11Aa3-—2(b)(7). 


47See notes 4 and 5, supra. 


48Cf. Sections 6(b)(1), 15A(b)(2) and 19(g)(1) of 
the Act. 


49 Proposed Rule 11Aa3-—2(a)(1). 
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might be deemed to come within the definition.° 
While the Commission believes that the definition 
of the term and other provisions of the Rule as 
proposed were adequately circumscribed,>' the 
Commission has added the term “joint self- 
regulatory organization plan” to the Rule in order 
to remove any doubt that the Rule was not intend- 
ed to apply to facilities which relate solely to an in- 
dividual SRO.5? Second, several commentators ar- 
gued that the requirement for a description of fees 
or charges in proposed Rule 11Aa3-2(b)(4)(ii) 
might be broad enough to require a description of 
the fees or charges collected on behalf of an indi- 
vidual SRO rather than all NMS Plan sponsors 
jointly.5* The Commission has modified this provi- 
sion of the Rule to clarify that the required descrip- 
tion would apply only to fees or charges collected 
on behalf of all NMS sponsors jointly. Finally, the 
Commission has removed certain definitions and 
modified other provisions of the Rule in order to 
simplify the Rule. 


lll. Effects on Competition 


Section 23(a)(2) of the Act5* requires the Commis- 
sion, in adopting rules under the Act, to consider 
the anticompetitive effects of such rules, if any, 
and to balance any anticompetitive impact against 
the regulatory benefits gained in terms of fur- 
thering the purposes of the Act. The Commission 
has examined Rule 11Aa3—-2 in light of the 
standards set forth in Section 23(a) and concludes 
that adoption of the Rule will not impose any bur- 
den on competition not necessary or appropriate 
in furtherance of the purposes of the Act. 


IV. Text of Rule and Amendments 


The Securities and Exchange Commission hereby 
amends Title 17, Chapter Il, of the Code of Feder- 
al Regulations pursuant to its authority under the 





5° See, e.g., NYSE Letter, supra note 12, at 2-3. 
51 See proposed Rule 11Aa3-—2(b)(2). 
52 See Rule 11Aa3-—2(a)(4). 


53 See, e.g., NYSE Letter, supra note 12, Appen- 
dix 2 at 4. 


5415 U.S.C. § 78w(a)(2). 
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Securities Exchange Act of 193455 and particularly 
Sections 2, 3, 6, 9, 10, 11A, 15, 15A, 17 and 2356 
as follows: 


PART 240—GENERAL RULES AND REGULA- 
TIONS, SECURITIES EXCHANGE ACT OF 1934 


1. By adding § 240.11Aa3-2, to read as follows: 


§ 240.11Aa3-2 Filing and amendment of national 
market system plans. 


(a) Definitions. For purposes of this section, 


(1) The term ‘national market system plan” shall 
mean any joint self-regulatory organization plan in 
connection with 


(i) The planning, development, opera- 
tion or regulation of a national market 
system (or a subsystem thereof) or one 
or more facilities thereof, or 


(ii) The development and implementa- 
tion of procedures and/or facilities de- 
signed to achieve compliance by self- 
regulatory organizations, their members 
or nonmember brokers and dealers with 
any section of this subpart promulgated 
pursuant to section 11A of the Act. 


(2) The term “effective national market system 
plan” shall mean any national market system plan 
approved by the Commission (either temporarily or 
on a permanent basis) pursuant to this section. 


(3) The term “self-regulatory organization” shall 
mean any national securities exchange (‘‘ex- 
change’’) or national securities association (““asso- 
ciation’). 


(4) The term “joint self-regulatory organization 
plan” shall mean a plan as to which two or more 
self-regulatory organizations, acting jointly, are 
sponsors. 





55 15 U.S.C. §§ 78a et seq., as amended by Pub. 
L. No. 94-29 (June 4, 1975). 


5615 U.S.C. §§ 78b, 78c, 78f, 78i, 78), 78k-1, 
780, 780-3, 78g, and 78-w(a). 


204/SEC DOCKET 


(5) The term “sponsor,” when used in connection 
with a national market system plan, shall mean 
any self-regulatory organization which is a signa- 
tory to such plan and has agreed to act in accord- 
ance with the terms of the plan. 


(6) The term “participant,” when used in connec- 
tion with a national market system plan, shall 
mean any self-regulatory organization or non- 
member broker or dealer which has agreed to act 
in accordance with the terms of the plan but which 
is not a signatory of such plan. 


(7) The term “plan processor” shall mean any 
self-regulatory organization or securities informa- 
tion processor acting as an exclusive processor in 
connection with the development, implementation 
and/or operation of any facility contemplated by an 
effective national market system plan. 


(8) The term ‘vendor’ shall have the meaning 
provided in § 240.11Aa3-1 (Rule 11Aa3-1 under 
the Act). 


(9) The term “non-member broker or dealer” shall 
mean any broker or dealer which is not a member 
of an exchange or association. 


(b) Filing of national market system plans and 
amendments thereto. 


(1) Any two or more self-regulatory organizations, 
acting jointly, may file a national market system 
plan or may propose an amendment to an effec- 
tive national market system plan (‘‘proposed 
amendment’) by submitting the text of the plan or 
amendment to the Secretary of the Commission, 
together with a statement of the purpose of such 
plan or amendment and, to the extent applicable, 
the documents and information required by para- 
graphs (b)(4) and (b)(5) of this section. 


(2) The Commission may propose amendments to 
any effective national market system plan by pub- 
lishing the text thereof, together with a statement 
of the purpose of such amendment, in accordance 
with the provisions of paragraph (c) of this section. 


(3) Self-regulatory organizations are authorized to 
act jointly in (i) planning, developing, and oper- 
ating any national market subsystem or facility 
contemplated by a national market system plan, 
(ii) preparing and filing a national market system 
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plan or any amendment thereto, or (iii) imple- 
menting or administering an effective national 
market system plan. 


(4) Every national market system plan filed pursu- 
ant to this section, or any amendment thereto, 
shall be accompanied by (i) copies of all governing 
or constituent documents relating to any person 
(other than a self-regulatory organization) author- 
ized to implement or administer such plan on be- 
half of its sponsors and (ii), to the extent applica- 
ble, 


(A) A detailed description of the manner 
in which the plan or amendment, and 
any facility or procedure contemplated 
by the plan or amendment, will be im- 
plemented; 


(B) A listing of all significant phases of 
development and implementation (in- 
cluding any pilot phase) contemplated 
by the plan or amendment, together 
with the projected date of completion of 
each phase; 


(C) An analysis of the impact on com- 
petition of implementation of the plan or 
amendment or of any facility contem- 
plated by the plan or amendment; 


(D) A description of any written under- 
standings or agreements between or 
among plan sponsors or participants 
relating to interpretations of the plan or 
conditions for becoming a sponsor or 
participant in the plan; and 


(E) In the case of a proposed amend- 
ment, a statement that such amendment 
has been approved by the sponsors in 
accordance with the terms of the plan. 


(5) Every national market system plan, or any 
amendment thereto, filed pursuant to this section 
shall include a description of the manner in which 
any facility contemplated by the plan or amend- 
ment will be operated. Such description shall in- 
clude, to the extent applicable, 


(i) The terms and conditions under 
which brokers, dealers, and/or self 
regulatory organizations will be granted 
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or denied access (including specific pro- 
cedures and standards governing the 
granting or denial of access); 


(ii) The method by which any fees or 
charges collected on behalf of all of the 
sponsors and/or participants in connec- 
tion with access to, or use of, any facili- 
ty contemplated by the plan or amend- 
ment will be determined and imposed 
(including any provision for distribution 
of any net proceeds from such fees or 
charges to the sponsors and/or partici- 
pants) and the amount of such fees or 
charges; 


(iii) The method by which, and the fre- 
quency with which, the performance of 
any person acting as plan processor 
with respect to the implementation 
and/or operation of the plan will be eval- 
uated; and 


(iv) The method by which disputes 
arising in connection with the operation 
of the plan will be resolved. 


(6) In connection with the selection of any person 
to act as plan processor with respect to any facility 
contemplated by a national market system plan 
(including renewal of any contract for any person 
to so act), the sponsors shall file with the Commis- 
sion a statement identifying the person selected, 
describing the material terms under which such 
person is to serve as plan processor, and indicat- 
ing the solicitation efforts, if any, for alternative 
plan processors, the alternatives considered and 
the reasons for selection of such person. 


(7) Any national market system plan (or any 
amendment thereto) which is intended by the 
sponsors to satisfy a plan filing requirement con- 
tained in any other section of this subpart shall, in 
addition to compliance with this section, also com- 
ply with the requirements of such other section. 


(c) Effectiveness of national market system plans. 


(1) The Commission shall publish notice of the fil- 
ing of any national market system plan, or any pro- 
posed amendment to any effective national market 
system plan (including any amendment initiated by 
the Commission), together with the terms of sub- 
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stance of the filing or a description of the subjects 
and issues involved, and shall provide interested 
persons an opportunity to submit written com- 
ments. No national market system plan, or any 
amendment thereto, shall become effective unless 
approved by the Commission or otherwise per- 
mitted in accordance with paragraph (c)(3) of this 
section. 


(2) Within 120 days of the date of publication of 
notice of filing of a national market system plan or 
amendment to an effective national market system 
plan, or within such longer period as the Commis- 
sion may designate up to 180 days of such date if 
it finds such longer period to be appropriate and 
publishes its reasons for so finding or as to which 
the sponsors consent, the Commission shall ap- 
prove such plan or amendment, with such 
changes or subject to such conditions as the Com- 
mission may deem necessary or appropriate, if it 
finds that such plan or amendment is necessary or 
appropriate in the public interest, for the protection 
of investors and the maintenance of fair and order- 
ly markets, to remove impediments to, and perfect 
the mechanisms of, a national market system, or 
otherwise in furtherance of the purposes of the 
Act. Approval of a national market system plan, or 
an amendment to an effective national market sys- 
tem plan (other than an amendment initiated by 
the Commission), shall be by order. Promulgation 
of an amendment to an effective national market 
system plan initiated by the Commission shall be 
by rule. 


(3) A proposed amendment may be put into effect 
upon filing with the Commission if designated by 
the sponsors as 


(i) Establishing or changing a fee or oth- 
er charge collected on behalf of all of 
the sponsors and/or participants in con- 
nection with access to, or use of, any fa- 
cility contemplated by the plan or 
amendment (including changes in any 
provision with respect to distribution of 
any net proceeds from such fees or oth- 
er charges to the sponsors and/or par- 
ticipants); 


(ii) Concerned solely with the adminis- 
tration of the plan, or involving the gov- 
erning or constituent documents relating 
to any person (other than a self- 
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regulatory organization) authorized to 
implement or administer such plan on 
behalf of its sponsors; or 


(iii) Involving solely technical or ministe- 
rial matters. 


At any time within 60 days of the filing of any such 
amendment, the Commission may summarily ab- 
rogate the amendment and require that such 
amendment be refiled in accordance with para- 
graph (b)(1) of this section and reviewed in ac- 
cordance with paragraph (c)(2) of this section, if it 
appears to the Commission that such action is 
necessary or appropriate in the public interest, for 
the protection of investors, or the maintenance of 
fair and orderly markets, to remove impediments, 
to and perfect mechanisms of, a national market 
system or otherwise in furtherance of the purposes 
of the Act. 


(4) Notwithstanding the provisions of paragraph 
(c)(1) of this section, a proposed amendment may 
be put into effect summarily upon publication of 
notice of such amendment, on a temporary basis 
not to exceed 120 days, if the Commission finds 
that such action is necessary or appropriate in the 
public interest, for the protection of investors or 
the maintenance of fair and orderly markets, to re- 
move impediments to, and perfect mechanisms of, 
a national market system or otherwise in further- 
ance of the purposes of the Act. 


(5) Any plan (or amendment thereto) in connec- 
tion with (i) the planning, development, operation 
or regulation of a national market system (or a 
subsystem thereof) or one or more facilities there- 
of, or (ii) the development and implementation of 
procedures and/or facilities designed to achieve 
compliance by self-regulatory organizations and/or 
their members of any section of this subpart pro- 
mulgated pursuant to section 11A of the Act, ap- 
proved by the Commission pursuant to section 
11A of the Act (or pursuant to any rule or regula- 
tion thereunder) prior to the effective date of this 
section (either temporarily or on a permanent ba- 
sis) shall be deemed to have been filed and ap- 
proved pursuant to this section and no additional 
filing need be made by the sponsors with respect 
to such plan or amendment; Provided, however, 
That all terms and conditions associated with any 
such approval (including time limitations) shall 
continue to be applicable; and, Provided, further, 
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That any amendment to such plan filed with or ap- 
proved by the Commission on or after the effective 
date of this section shall be subject to the provi- 
sions of, and considered in accordance with the 
procedures specified in, this section. 


(d) Compliance with terms of national market sys- 
tem plans. 


Each self-regulatory organization and non- 
member broker or dealer shall comply with the 
terms of any effective national market system plan 
of which it is a sponsor or a participant. Each self- 
regulatory organization also shall, absent reason- 
able justification or excuse, enforce compliance 
with any such plan by its members and persons 
associated with its members. 


(e) Appeals. 


The Commission may, in its discretion, entertain 
appeals in connection with the implementation or 
operation of any effective national market system 
plan as follows: 


(1) Any action taken or failure to act by any per- 
son in connection with an effective national market 
system plan (other than a prohibition or limitation 
of access reviewable by the Commission pursuant 
to section 11A(b)(5) or section 19(d) of the Act) 
shall be subject to review by the Commission, or 
its own motion or upon application by any person 
aggrieved thereby (including, but not limited to, 
self-regulatory organizations, brokers, dealers, is- 
suers, and vendors), filed not later than 30 days 
after notice of such action or failure to act or within 
such longer period as the Commission may deter- 
mine. 


(2) Application to the Commission for review, or 
the institution of review by the Commission on its 
own motion, shall not operate as a stay of any 
such action unless the Commission determines 
otherwise, after notice and opportunity for hearing 
on the question of a stay (which hearing may 
consist only of affidavits or oral arguments). 


(3) In any proceedings for review, if the Commis- 
sion, after appropriate notice and opportunity for 
hearing (which hearing may consist solely of con- 
sideration of the record of any proceedings con- 
ducted in connection with such action or failure to 
act and an opportunity for the presentation of rea- 
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sons supporting or opposing such action or failure 
to act) and upon consideration of such other data, 
views and arguments as it deems relevant, finds 
that the action or failure to act is in accordance 
with the applicable provisions of such plan and 
that the applicable provisions are, and were, ap- 
plied in a manner consistent with the public inter- 
est, the protection of investors, the maintenance of 
fair and orderly markets and the removal of imped- 
iments to, and perfection of the mechanisms of, a 
national market system, the Commission, by or- 
der, shall dismiss the proceeding. If the Commis- 
sion does not make any such finding, or if it finds 
that such action or failure to act imposes any bur- 
den on competition not necessary or appropriate 
in furtherance of the purposes of the Act, the Com- 
mission, by order, shall set aside such action 
and/or require such action with respect to the mat- 
ter reviewed as the Commission deems necessary 
or appropriate in the public interest, for the protec- 
tion of investors, and the maintenance of fair and 
orderly markets, or to remove impediments to, and 
perfect the mechanisms of, a national market sys- 
tem. 


(f) Exemptions. The Commission may exempt 
from the provisions of this section, either uncondi- 
tionally or on specified terms and conditions, any 
self-regulatory organization, member thereof, non- 
member broker or dealer, or specified security, if 
the Commission determines that such exemption 
is consistent with the public interest, the protection 
of investors, the maintenance of fair and orderly 
markets and the removal of impediments to, and 
perfection of the mechanisms of, a national market 
system. (Secs. 2, 3, 6, 9, 10, 15, 17 and 23, Pub. 
L. 78-291, 48 Stat. 881, 882, 885, 889, 891, 895, 
897 and 901, as amended by secs. 2, 3, 4, 11, 14 
and 18, Pub. L. 94-29, 89 Stat. 97, 104, 121, 137 
and 155 (15 U.S.C. 78b, 78c, 78f, 78i, 78j, 780, 
78q, and 78w); Sec. 15A, as added by Sec. 1, 
Pub. L. 75-719, 52 Stat. 1070, as amended by 
Sec. 12, Pub. L. 94-29, 89 Stat. 127 (15 U.S.C. 
78-3); Sec. 11A, as added by Sec. 7, Pub. L. 
94-29, 89 Stat. 111 (15 U.S.C. 78k-1)). 


2. Section 240.11Aa3-1 is amended as follows: 


(a) By removing paragraphs (a)(8), 
(b)(3), (b)(5) and (c); 


(b) By renumbering paragraphs (a)(9), 
(a)(10), (a)(11), (a)(12), (a)(13) and 


SEC DOCKET/207 





(b)(4) in redesignating paragraphs (d), 
(e), (f), (g), and (h) accordingly; and 


(c) By amending the heading of para- 
graph (b), amending paragraph (b)(3), 
adding paragraph (b)(4), and amending 
paragraph (d) and (f) to read as follows: 


Aa3-1, as follows: 


§ 240.11Aa3-1 Dissemination of trans- 
action reports and last sale data with 
respect to transactions in reported se- 
curities. 


* 


(b) Filing and effectiveness of transaction report- 
ing plans. * * * 


(3) Any transaction reporting plan, or any amend- 
ment thereto, filed pursuant to this section shall be 
filed with the Commission, and considered for ap- 
proval, in accordance with the procedures set forth 
in ‘paragraphs (b) and (c) of § 240.11Aa3-2 gov- 
erning national market system plans. Any such 
plan, or amendment thereto, shall specify, at a 
minimum: * * * 


(4) No transaction reporting plan filed pursuant to 
this section, or any amendment to an effective 


transaction reporting plan, shall become effective - 


unless approved by the Commission or otherwise 
permitted in accordance with the procedures set 
forth in § 240.11Aa3-2 (Rule 11Aa3-2 under the 
Act) governing national market system plans. 


* * * * 


(d) Retransmission of transacttion reports or last 
sale date. On and after July 5, 1980, notwith- 
standing any provision of any effective transaction 
reporting plan, no exchange or association may, 
either individually or jointly, by rule, stated policy 
or practice, transaction reporting plan or other- 
wise, prohibit, condition or otherwise limit, directly 
or indirectly, the ability of any vendor to retransmit, 
for display in moving tickers, transaction reports or 
last sale data made available pursuant to any ef- 
fective transaction reporting plan: Provided, how- 
ever, That an exchange or association may, by 
means of an effective transaction reporting plan, 
condition such retransmission upon appropriate 
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undertakings to ensure that any charges for the 
distribution of transaction reports or last sale data 
in moving tickers permitted by paragraph (e) of 
this section are collected. 


* * * 


(f) Appeals. The Commission may, in its discre- 
tion, entertain appeals in connection with the 
implementation or operation of any effective trans- 
action reporting plan in accordance with the provi- 
sions of paragraph (e) of § 240.11Aa3-2. 


* * * * 


(Secs. 2, 3, 6, 9, 10, 15, 17 and 23, Pub. L. 
78-291, 48 Stat. 881, 882, 885, 889, 891, 895, 
897 and 901, as amended by secs. 2, 3, 4, 11, 14 
and 18, Pub. L. 94-29, 89 Stat. 97, 104, 121, 137 
and 155 (15 U.S.C. 78b, 78c, 78f, 78i, 78j, 780, 
78q, and 78w); Sec. 15A, as added by Sec. 1, 
Pub. L. 75-719, 52 Stat. 1070, as amended by 
Sec. 12, Pub. L. 94-29, 89 Stat. 127 (15 U.S.C. 
78-3); Sec. 11A, as added by Sec. 7, Pub. L. 
94-29, 89 Stat. 111 (15 U.S.C. 78k-1)). 


By the Commission, 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17581/February 26, 1981 


SEE 


SECURITIES ACT OF 1933 
Release No. 6294/February 26, 1981 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21923/February 20, 1981 


In the Matter of 


ALABAMA POWER COMPANY 
Birmingham, Alabama 


(70-6472) 


ORDER AUTHORIZING ISSUE AND SALE OF 
PREFERRED STOCK PURSUANT TO A NEGO- 
TIATED PUBLIC OFFERING; RELEASE OF JU- 
RISDICTION 


Alabama Power Company (‘Alabama’), an elec- 
tric utility subsidiary of The Southern Company, a 
registered holding company, has filed a further 
post-effective amendment to an application previ- 
ously filed with this Commission pursuant to Sec- 
tion 6(b) of the Public Utility Holding Company of 


1935 (“Act”) and Rule 50 promulgated thereunder 
regarding the proposed transaction. 


By memorandum opinion and order dated Septem- 
ber 10, 1980 (HCAR No. 21711) in this matter 
Alabama was authorized to issue and sell at com- 
petitive bidding up to $300,000,000 principal 
amount of its first mortgage bonds and up to 
$100,000,000 aggregate stated value of its 
preferred stock, each to be issued in one or more 
series from time to time through February 28, 
1981. Jurisdiction was reserved with respect to 
any post-effective amendment filed by Alabama 
for an exception from the competitive bidding re- 
quirements of Rule 50. Pursuant to the authoriza- 
tion granted in that order of September 10, 1980 
Alabama issued and sold $150,000,000 principal 
amount of first mortgage bonds on September 24, 
1980. 


By order dated February 4, 1981 (HCAR No. 
21906), Alabama was granted an exception from 
the competitive bidding requirements of Rule 50 to 
permit it to select one or more investment banking 
firms to form a syndicate to act as underwriters for 
the sale of the preferred stock. Jurisdiction was re- 


Volume 22, No. 2, March 10, 1981 


served as to the terms and conditions of the 
preferred stock, and the fees and costs of the sale. 


By said amendment to its application, Alabama 
states that it has completed negotiations with an 
underwriting group headed by the investment 
banking firms of Morgan Stanley & Co. Incorpora- 
ted, Kidder, Peabody & Co. Incorporated and 
Dean Witter Reynolds Inc., for a public offering of 
1,600,000 shares stated value $25 per share 
preferred stock. The net price to Alabama will be 
$23.88 and the public offering price will be $25 per 
share; the underwriting commission, to be paid by 
Alabama, will be $1.12 per share or 4.48%; the 
selling concession is $.80 per share. 


The preferred stock will have a dividend rate of 
15.68% per annum ($3.92 per share), resulting in 
an effective cost to the company of 16.415%. The 
prices at which shares may be redeemed shall be 
$28.92 per share if the date of redemption is on or 
prior to February 21, 1986, $27.94 per share if the 
date of redemption is after February 1, 1986 and 
on or prior to February 1, 1991, $26.96 per share if 
the date of redemption is after February 1, 1991 
and on or prior to February 1, 1996, $25.98 per 
share if the date of redemption is after February 1, 
1996 and on or prior to February 1, 2001 and 
$25.40 per share if the date of redemption is after 
February 1, 2001, plus accrued dividends in each 
case to the date of redemption; provided, howev- 
er, that no share of the preferred stock shall be re- 
deemed prior to February 1, 1986 if such redemp- 
tion is for the purpose or in anticipation of 
refunding such share directly or indirectly through 
the incurring of debt, or through the issuance of 
stock ranking equally with or prior to the preferred 
stock as to dividends or assets, if such debt has 
an effective interest cost or such stock has an ef- 
fective dividend cost of less than the effective divi- 
dend cost of the preferred stock. 


Fees and expenses are estimated to be $167,000, 
including legal fees of $63,000. The underwriting 
commission fees will be $1,792,000. The pro- 
posed transaction has been authorized by the 
Alabama Public Service Commission and no other 
state or federal commission, other than this Com- 
mission, has jurisdiction over the transaction pro- 
posed in the application as amended. 


Upon the basis of the facts in the record, it is here- 
by found that the applicable provisions of the Act 
and rules thereunder are satisfied and that no ad- 
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verse findings are necessary; that it is appropriate 
in the public interest and in the interest of invest- 
ors and consumers that said application, as 
amended, be granted effective; and that the juris- 
diction heretofore reserved should be released: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder that said 
application, as amended, be granted effective 
forthwith, subject to the terms and conditions pre- 
scribed in Rule 24 promulgated under the Act; 


IT IS FURTHER ORDERED that the jurisdiction 
reserved in the order of February 4, 1981, over the 
terms and conditions of the preferred stock to be 
issued pursuant to this order and over the fees, 
commissions and expenses to be incurred in con- 
nection therewith be, and it hereby is, released ef- 
fective forthwith. 


For the Commission, by the Division of Corporate 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21924/February 20, 1981 


In the Matter of 


APPALACHIAN POWER COMPANY 
Roanoke, Virginia 


(70-5503) 


SUPPLEMENTAL ORDER REGARDING ISSU- 
ANCE AND SALE OF REFUNDING BONDS BY 
COUNTY AUTHORITY IN CONNECTION WITH 
POLLUTION CONTROL FINANCING 


Appalachian Power Company (“Appalachian”), an 
electric utility subsidiary of American Electric Pow- 
er Company, Inc., a registered holding company, 
has filed with this Commission a post-effective 
amendment to its application-declaration in this 
proceeding pursuant to Sections 9(a), 10, and 
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12(d) of the Public Utility Holding Company Act of 
1935 (‘‘Act”) and Rule 44(b)(3) promulgated there- 
under regarding the following proposed transac- 
tion. 


By order in this proceeding dated December 10, 
1974 (HCAR No. 18703), Appalachian was author- 
ized to enter into an agreement of sale (“Agree- 
ment’) with the Industrial Development Authority 
of Russell County, Virginia (the “Authority”) con- 
cerning the financing of pollution control facilities 
(‘Facilities’) at Appalachian’s Glen Lyn and Clinch 
River plants. Under the Agreement, the Authority 
is to issue and Sell its pollution control revenue 
bonds (“Revenue Bonds’), in one or more series, 
the proceeds from which sales are to be deposited 
by the Authority with the trustee (‘Trustee’) under 
the indenture (“Indenture”) entered into between 
the Authority and Trustee pursuant to which In- 
denture the Revenue Bonds are issued and se- 
cured. The proceeds will then be applied to the 
payment of the costs of construction of the Facili- 
ties, originally estimated at $45,000,000, or, in the 
case of proceeds from the sale of refunding 
bonds, to the payment of principal, premium (if 
any), and interest on Revenue Bonds to be re- 
funded. Appalachian conveyed an undivided inter- 
est in a portion of the Facilities to the Authority, 
which portion the Authority sold to Appalachian 
under an installment sale arrangement requiring 
Appalachian to pay as the purchase price semi- 
annual installments in such an amount (together 
with other monies held by the Trustee under the 
Indenture for that purpose) as to enable the Au- 
thority to pay, when due, the interest and principal 
on the Revenue Bonds. Jurisdiction was reserved 
in the order of December 10, 1974, with respect to 
the payment of the purchase price of the Facilities 
by installment payments insofar as such payments 
were affected by the interest rate or rates of the 
Revenue Bonds to be issued and sold by the Au- 
thority. 


By orders dated December 27, 1974, and Decem- 
ber 17, 1975 (HCAR Nos. 18736 and 19303), such 
jurisdiction was released concerning the sales of 
Revenue Bonds in the principal amounts of 
$24,000,000 and $17,000,000, respectively, as 
such sales affected the purchase price to Appala- 
chian. By orders dated November 14, 1979, and 
November 21, 1980 (HCAR Nos. 21295 and 
21802), jurisdiction was also released concerning 
the sales of refunding bonds in the respective ag- 
gregate principal amounts of $11,000,000 and 
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$6,240,000; such latter bonds being designated as 
the Series D Bonds. 


It is now stated that the Authority will issue and 
sell a series of refunding bonds (‘‘Series E 
Bonds”) in the aggregate principal amount of up to 
$6,500,000, the proceeds of which will be used to 
provide for the refunding, at or prior to their stated 
maturity on April 1, 1981, of the Series D Bonds. 
The Series E Bonds will be issued pursuant to the 
Indenture and a Fourth Supplemental Indenture of 
Trust between the Authority and the Trustee, will 
bear interest semi-annually, and will not be re- 
deemable at the option of the Authority within 10 
years from the date of their issuance except under 
certain circumstances. Appalachian states that the 
Authority and a group of underwriters represented 
by Goldman, Sachs & Co. entered into a Bond 
Purchase Agreement on February 12, 1981, pro- 
viding for the sale by the Authority to the under- 
writers of $6,500,000 aggregate principal amount 
of the Authority’s Series E Bonds which are to be 
dated as of February 1, 1981; that the Series E 
Bonds are to bear interest at the rate of 112% per 
annum and are to mature on February 1, 2006; 
that the initial offering price will be 100% of the 
principal amount of the Series E Bonds; and that 
the underwriters will pay to the Authority 972% of 
the principal amount of the Series E Bonds, re- 
sulting in an effective interest cost of approximate- 
ly 11.8% per annum. 


No state or federal commission, other than this 
Commission, has jurisdiction over the proposed 
transaction. 


Due notice of the filing of said post-effective 
amendment to the application-declaration has 
been given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 21780) and 
no hearing has been requested of or ordered by 
the Commission. 


Upon the basis of the facts in the record, it is here- 
by found that the applicable standards of the Act 
and the rules thereunder are satisfied and that no 
adverse findings are necessary; and that it is ap- 
propriate in the public interest and the interest of 
investors and consumers that said application- 
declaration, as amended by said post-effective 
amendment, be granted and permitted to become 
effective with respect to the Series E Bonds: 
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IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
application-declaration, as amended by said post- 
effective amendment, be, and it hereby is, granted 
and permitted to become effective forthwith with 
respect to the Series E Bonds, subject to the 
terms and conditions prescribed in Rule 24 pro- 
mulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21925/February 20, 1981 


In the Matter of 


GEORGIA POWER COMPANY 
Atlanta, Georgia 


(70-6348) 


ORDER AUTHORIZING EXTENSION OF TIME 
DURING WHICH PREFERRED STOCK MAY BE 
SOLD 


By an order dated October 1, 1980 in this matter 
(HCAR No. 21737), Georgia Power Company 
(“Georgia”), an electric utility subsidiary of The 
Southern Company, a registered holding compa- 
ny, was authorized to issue and sell at competitive 
bidding up to $125 million principal amount of first 
mortgage bonds and $75 million stated value of its 
preferred stock, each type of security to be issued 
in one or more series from time to time through 
March 31, 1981. Pursuant to such authorization 
Georgia issued and sold, on October 23, 1980, 
$75,000,000 principal amount of first mortgage 
bonds. 


Georgia has now filed a post-effective amendment 
proposing to extend through June 30, 1981, the 
time during which the preferred stock may be is- 
sued. 
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Upon the basis of the facts in the record, it is here- 
by found that the applicable standards of the Act 
and the rules thereunder are satisfied and that no 
adverse findings are necessary; and that it is ap- 
propriate in the public interest and in the interest 
of investors and consumers that said application, 
as amended, be granted effective: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said ap- 
plication, as amended, be, and it hereby is, 
granted effective forthwith, subject to the terms 
and conditions prescribed in Rule 24 promulgated 
under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21926/February 20, 1981 


In the Matter of 


MISSISSIPPI POWER AND LIGHT COMPANY 
P.O. Box 1640 
Jackson, Mississippi 39205 


(70-6550) 


NOTICE OF PROPOSAL TO AMEND CHARTER 
TO INCREASE AUTHORIZED NUMBER OF 
SHARES OF COMMON AND PREFERRED 
STOCK 


NOTICE IS HEREBY GIVEN that Mississippi Pow- 
er and Light Company (“Company”) an electric 
utility subsidiary of Middle South Utilities, Inc. 
(“Middle South’) has filed a declaration with this 
Commission pursuant to the Public Utility Holding 
Company Act of 1935 (‘Act’) designating Sections 
6 and 7 as applicable to the following proposed 
transaction. All interested parties are referred to 
said application which is summarized below for a 
complete statement of the proposed transaction. 
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The Company proposes to amend its Restated Ar- 
ticles of Incorporation (“Charter”) to increase the 
authorized number of shares of common stock 
from 5,000,000 shares to 15,000,000 shares, and 
to increase the authorized number of shares of 
Preferred Stock from 704,476 shares to 2,004,476 
shares. Under its Charter, the Company is author- 
ized to have outstanding 5,000,000 shares of com- 
mon stock, without par value (“Common Stock’), 
of which 4,540,000 shares are presently issued 
and outstanding and 460,000 authorized but 
unissued shares remain available for issuance. In 
addition the Charter provides for one class of 
preferred stock consisting of 704,486 shares hav- 
ing a par value of $100 per share (‘‘Preferred 
Stock’), of which 378,808 shares have been is- 
sued in five series and are presently outstanding 
and 325,668 authorized but unissued shares re- 
main available for issuance. 


The Company presently estimates that its future 
capital requirements will necessitate the authori- 
zation of additional shares of Common Stock. The 
Company expects to file an Application and/or 
Declaration for authority to issue and sell addition- 
al Common Stock to Middle South in 1981. 


In light of current financial plans contemplated by 
the Company to issue and sell 300,000 shares of a 
new series of Preferred Stock, assuming adequate 
earnings coverage (File No. 70-6537), the Com- 
pany estimates that the shares of Preferred Stock 
authorized and available for issuance would be 
virtually exhausted within the next year. 


The Company believes that the current amount of 
authorized Common Stock and Preferred Stock is 
not sufficient to allow it to meet its future financing 
requirements. It is estimated that the Company’s 
construction expenditures for 1981, 1982 and 
1983 will be $159,528,000, $77,000,000 and 
$61,000,000, respectively, Net of Allowance for 
Funds Used During Construction. 


The adoption of the proposal will require the af- 
firmative vote of the holders of at least two-thirds 
(2/3) of all outstanding shares of the Common 
Stock and of all outstanding shares of the Pre- 
ferred Stock voting together as a single class. The 
Company has been informed by Middle South, the 
beneficial owner of all outstanding shares of the 
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Company’s Common Stock, that it intends to vote 
its shares in favor of the proposal. Such vote 
would necessarily constitute the vote necessary 
for adoption of the proposal. 


The fees and expenses incurred by the Company 
in connection with this proposal are estimated not 
to exceed $20,000 including legal fees of $12,500 
and printing costs of $4,000. It is stated that no 
state or federal commission, other than this Com- 
mission, has jurisdiction over the proposed trans- 
action. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 16, 1981, re- 
quest in writing that a hearing be held on such 
matter, stating the nature of his interest, the rea- 
sons for such request, and the issues of fact or 
law raised by said declaration which he desires to 
controvert; or he may request that he be notified if 
the Commission should order a hearing thereon. 
Any such request should be addressed: Secretary, 
Securities and Exchange Commission, Washing- 
ton, D.C. 20549. A copy of such request should be 
served personally or by mail upon the declarant at 
the above-stated address and proof of service (by 
affidavit or, in case of an attorney at law, by certifi- 
cate) should be filed with the request. At any time 
after said date, the declaration, as filed or as it 
may be amended, may be permitted to become ef- 
fective as provided in Rule 23 of the General 
Rules and Regulations promulgated under the Act, 
or the Commission may grant exemption from 
such rules as provided in Rules 20(a) and 100 
thereof or take such other action as it may deem 
appropriate. Persons who request a hearing or ad- 
vice as to whether a hearing is ordered will receive 
any notices or orders issued in this matter, 
including the date of the hearing (if ordered) and 
any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21927/February 20, 1981 


In the Matter of 


APPALACHIAN POWER COMPANY 
Roanoke, Virginia 


(70-6171) 


ORDER AUTHORIZING THE FINANCING OF 
POLLUTION CONTROL FACILITIES 


Appalachian Power Company (‘Appalachian’), an 
electric utility subsidiary company of American 
Electric Power Company, Inc., a registered hold- 
ing company, has filed with this Commission post- 
effective amendments to the application-declara- 
tion previously filed in this proceeding pursuant to 
Sections 9(a), 10 and 12(d) of the Public Utility 
Holding Company Act of 1935 (‘Act’) and Rule 
44(b)(3) promulgated thereunder regarding the fol- 
lowing proposed transactions. 


By order dated June 30, 1978 (HCAR No. 20610), 
Appalachian was authorized to enter into an 
agreement of sale (‘“‘Agreement’’) with Mason 
County, West Virginia (“County”) concerning the 
financing of pollution control facilities (“Facilities”) 
at Appalachian’s Mountaineer Plant and Phillip 
Sporn Plant. Under the Agreement the County is 
to issue and sell its pollution control revenue 
bonds (‘‘Revenue Bonds’), in one or more series, 
the proceeds from which sales are to be deposited 
by the County with the trustee (“Trustee”) under 
the indenture (“Indenture”) entered into between 
the County and Trustee pursuant to which Inden- 
ture the Revenue Bonds are issued and secured. 
The proceeds would then be applied to the pay- 
ment of the costs of construction of the Facilities, 
then estimated at $120,000,000. Appalachian con- 
veyed to the County the equipment previously 
constructed related to the Facilities, subject to the 
lien of its first mortgage. The Agreement provides 
for the sale of the Facilities to Appalachian, the 
payment by Appalachian of the purchase price in 
semi-annual installments over a term of years and 
the assignment and pledge to the Trustee of the 
County’s interest in, and monies receivable by the 
County under, the Agreement. 
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The Agreement also provides that each install- 
ment of the purchase price will be in such amount 
(together with other monies held by the Trustee for 
such purposes) as will enable the County to pay, 
when due: (i) the interest on the Revenue Bonds; 
(ii) the principal amount of the Revenue Bonds 
payable at their stated maturities; and (iii) all 
amounts payable in connection with mandatory re- 
demption of the Revenue Bonds. Appalachian is 
also obligated to pay the fees and charges of the 
Trustee, as well as certain administrative ex- 
penses of the County. Appalachian may prepay 
the purchase price (i) by paying, under certain 
conditions, amounts sufficient to redeem all Reve- 
nue Bonds then outstanding and all other amounts 
payable under the Indenture, or (ii) at any time by 
depositing monies in the Indenture’s bond fund or 
delivering to the Trustee amount sufficient to pro- 
vide for the release of the Indenture. Upon prepay- 
ment, Appalachian may terminate the Agreement. 


Pursuant to Commission authorization (HCAR 
Nos. 20610 and 21103) the County issued and 
sold two series of Bonds, Series A and Series B. 
Series A was $40,000,000 in principal amount, 
bears interest at a rate of 734% per annum, ma- 
tures July 1, 2008, and was sold to underwriters at 
98% of principal face amount (resulting in an ef- 
fective interest cost of 7.9%) and was resold to the 
public at 100% of principal face amount. Series B 
was $50,000,000 principal amount, bears interest 
at a rate of 7.5% per annum, matures June 1, 
2009 and was sold to underwriters at 98.225% of 
principal amount (resulting in an effective interest 
cost of approximately 7.65% per annum) and was 
resold to the public at 100% of principal face 
amount. 


By post-effective amendment to this proceeding, 
Appalachian seeks authorization to issue an addi- 
tional series of Bonds in the aggregate principal 
amount of up to $40,000,000 (‘Series C’’) to pro- 
vide additional funds to cover the Cost of Con- 
struction of the Facilities. The Series C Bonds will 
be issued pursuant to the Indenture, as supple- 
mented, which will provide that the proceeds from 
the sale of the Series C Bonds would be deposited 
by the County with the Trustee and applied to pay- 
ment of the Cost of Construction of the project, 
which includes reimbursement for amount Appala- 
chian has previously expended, or to be ex- 
pended, to pay the Cost of Construction. The 
Series C Bonds will be subject to mandatory re- 
demption as specified in the Supplemental Inden- 
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ture and will be on a parity with the Series A and B 
Bonds. 


It is contemplated that the Series C Bonds will be 
sold by the County pursuant to arrangements with 
a group of underwriters (“underwriters”) repre- 
sented by Goldman, Sachs & Co. While Appala- 
chian is not a party to the underwriting arrange- 
ments for the Series C Bonds, the Agreement 
provides that the Series C shall have such terms 
as shall be specified by Appalachian. Appalachian 
understands that interest on the Series C Bonds 
will be exempt from federal income taxation under 
the provisions of Section 103 of the Internal Reve- 
nue Code of 1954, as amended (except for inter- 
est on any Series C Bonds during a period in 
which it is held by a person who is a substantial 
user of the Project or a related person.) Appala- 
chian has been advised that the annual interest 
rate on obligations, the interest on which is tax ex- 
empt, historically have been and can be expected 
at the time of issue of the Series C Bonds to be 
1%2% to 2%2% lower than the rates on obligations 
of like tenor and comparable quality, the interest 
on which is fully subject to federal income tax. 


The County and underwriters entered into a Bond 
Purchase Agreement on February 14, 1981 pro- 
viding for the sale by the County to the Underwrit- 
ers of $40,000,000 aggregate principal amount of 
the Country’s Series C Bonds which are to be 
dated as of February 1, 1981. The Series C Bonds 
will consist of two types of bonds, Interim Bonds 
and term Bonds. The bonds will be dated as of 
February 1, 1981, will bear interest payable semi- 
annually on the first days of February and August 
in each year. The bonds will be issued under The 
Second Supplemental Indenture of Trust between 
the County and the Trustee. They will be issued in 
the principal amounts set forth in the schedule be- 
low and bear interest and mature in accordance 
with that schedule: $30,000,000 Bonds due Febru- 
ary 1, 1984 at 93%4%; $2,000,000 Bonds due Feb- 
ruary 1, 1993 at 11%; $8,000,000 Bonds due Feb- 
ruary 1, 2001 at 112%. The initial offering price of 
the Interim Bonds and the term Bonds will be 
100% of the principal amount of the Series C 
Bonds. The underwriters will pay to the County 
97.56% of the principal amount of the Series C 
Bonds, plus accrued interest, resulting in an ef- 
fective interest cost of approximately 11% per an- 
num. 
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It is contemplated that the Series C Bonds will be 
sold by the County on or about the time when the 
Industrial Development and Revenue Authority of 
Russell County, Virginia (the ‘“Authority”), effects 
a sale of $6,500,000 principal amount of its Series 
E Bonds in connection with the refunding of bonds 
previously issued and sold by the Authority in con- 
nection with the installation of pollution control fa- 
cilities at the Glen Lyn and Clinch River Plants of 
Appalachian, pursuant to arrangements described 
in the proceeding in File No. 70-5503 (the 
“Russell County Series E Bonds’). The sale of the 
Series C Bonds by the County, and the sale by the 
Authority of the Russell County Series E Bonds 
are not interdependent but are part of an overall 
financing program of Appalachian which contem- 
plates that such Series C Bonds and such Russell 
County Series E Bonds will be issued and sold 
through arrangements with Goldman Sachs & Co., 
as underwriter, or as the manager of a group of 
underwriters, in substantially concurrent sales by 
the County and the Authority. 


The fees, commissions and expenses estimated 
by the Appalachian to be paid or incurred directly 
or indirectly by Appalachian in connection with 
those aspects relating to the Agreement and the 
preparation for and the issuance of Series C 
Bonds which remains subject to the Commission’s 


jurisdiction are estimated at $110,000, including 
$25,000 of legal fees. The State Corporation Com- 
mission of Virginia has approved the proposed is- 
suance of the bonds. 


Due notice of the filing of said post-effective 
amendments to the application-declaration has 
been given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 21815), 
and no hearing has been requested of or ordered 
by the Commission. Upon the basis of the facts in 
the record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are neces- 
sary; and that it is appropriate in the public interest 
and in the interest of investors and consumers that 
said application-declaration, as amended by said 
post-effective amendments, be granted and 
permitted to become effective: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
application-declaration, as amended, be, and it 
hereby is, granted and permitted to become effec- 
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tive forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21928/February 23, 1981 


In the Matter of 


PENNSYLVANIA ELECTRIC COMPANY 
Johnstown, Pennsylvania 


(70-5987) 


ORDER AUTHORIZING EXTENSION OF TIME 
PERIOD DURING WHICH SHORT-TERM 
BORROWINGS MAY BE MADE 


Pennsylvania Electric Company (“Penelec’), an 
electric utility subsidiary of General Public Utilities 
Inc. (“GPU”), a registered holding company, has 
filed post-effective amendments to an application 
previously filed with this Commission pursuant to 
Section 6(b) of the Public Utility Holding Company 
Act of 1935 (‘Act’), and Rule 50 promulgated 
thereunder regarding the proposed transaction. 


By order dated May 4, 1979 (HCAR No. 21032), 
the Commission granted Penelec authority to is- 
sue or renew, from time to time until December 31, 
1979, its unsecured promissory notes maturing not 
more than nine months after the date of issue, 
evidencing short-term bank borrowings, provided 
that the aggregate principal amount of such 
unsecured promissory notes outstanding at any 
one time, shall not exceed the lesser of (a) 
$116,000,000 or (b) the amount permitted by 
Penelec’s Articles of Incorporation. 


By orders dated June 19, 1979 (HCAR No. 21107) 


the Commission authorized Penelec to issue, sell 
and renew from time to time through October 1, 
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1981, its promissory ntoes (having a maturity of 
not more than six months from the date of issue) 
pursuant to the GPU System Revolving Credit 
Agreement dated as of June 15, 1979, with a syn- 
dicate of commercial banks. The Commission's or- 
der, among other things, authorizes Penelec to in- 
cur indebtedness under the Agreement up to an 
amount which, when added to its borrowings out- 
standing hereunder, would not in the aggregate 
exceed the lesser of (a) $116,000,000 or (b) the 
amount permitted by Penelec’s Articles of Incorpo- 
ration. Borrowings under the Agreement are se- 
cured by the guarantee of GPU, by common stock 
of GPU’s subsidiaries, and in the cases of Jersey 
Central Power & Light and Metropolitan Edison by 
certain other collateral. 


Penelec now requests that the period during which 
it may issue, sell and renew its unsecured promis- 
sory notes be extended from the effective date of 
the Commission’s supplemental order requested 
by this post-effective amendment to October 1, 
1981. In all other respects the transactions as 
heretofore authorized by the Commission would 
remain unchanged. Penelec states that this exten- 
sion of its existing authority is necessary so that it 
may have the flexibility to borrow under both 
unsecured credit lines and the GPU System Re- 
volving Credit Agreement since from time to time it 
may be less costly and more expeditious to borrow 
pursuant to unsecured credit lines. 


The fees, commissions and expenses to be 
incurred in connection with the proposed transac- 
tion are estimated at $2,500, including legal fees 
of $2,000. It is stated that no state or federal 
regulatory authority, other than this Commission, 
has jurisdiction over the proposed transaction. 


Due notice of the filing of said post-effective 
amendments to said application has been given in 
the manner prescribed in Rule 23 promulgated un- 
der the Act (HCAR No. 21861), and no hearing 
has been requested of or ordered by the Commis- 
sion. Upon the basis of the facts in the record, it is 
hereby found that the applicable standards of the 
Act and the rules thereunder are satisfied and that 
no adverse findings are necessary; and that it is 
appropriate in the public interest and in the inter- 
est of investors and consumers that said applica- 
tion, as amended, be granted effective: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said ap- 
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plication, as amended, be, and it hereby is, 
granted effective forthwith, subject to the terms 
and conditions prescribed in Rule 24 promulgated 
under the Act, except that the time for filing the 
certification thereunder with respect to the pro- 
posed transactions is extended so as to allow fil- 
ing on a quarterly basis. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21929/February 23, 1981 


In the Matter of 


GENERAL PUBLIC UTILITIES CORPORATION 
Parsippany, New Jersey 


(70-6099) 


ORDER AUTHORIZING EXTENSION OF TIME 
PERIOD DURING WHICH SHORT-TERM 
BORROWINGS MAY BE MADE 


General Public Utilities, Inc. (“GPU”), a registered 
holding company, has filed post-effective amend- 
ments to an application previously filed with this 
Commission pursuant to Section 6(b) of the Public 
Utility Holding Company Act of 1935 (‘Act’) and 
Rule 50 promulgated thereunder regarding the 
proposed transaction. 


By order dated December 31, 1979 (HCAR No. 
21375), the Commission granted GPU authority to 
issue or renew, from time to time until December 
31, 1980, its unsecured promissory notes maturing 
not more than nine months after the date of issue, 
evidencing short-term bank borrowings, provided 
that the aggregate principal amount of such 
unsecured promissory notes outstanding at any 
one time, when added to GPU’s borrowings out- 
standing under the GPU System Revolving Credit 
Agreement, shall not exceed $150,000,000. 
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By order dated June 19, 1979 (HCAR No. 21107) 
the Commission authorized GPU to issue, sell and 
renew from time to time through October 1, 1981, 
its promissory notes (having a maturity of not more 
than six months from the date of issue) pursuant 
to the GPU System Revolving Credit Agreement 
dated as of June 15, 1979, with a syndicate of 
commercial banks. The Commission’s order, 
among other things, authorizes GPU to incur in- 
debtedness under the Agreement up to an amount 
which, when added to its other outstanding short- 
term borrowings would not in the aggregate ex- 
ceed $150,000,000. Borrowings under the Agree- 
ment are secured by the guarantee of GPU, by the 
common stock of GPU’s subsidiaries, and in the 
cases of Jersey Central Power & Light and Metro- 
politan Edison by certain other collateral. 


GPU now requests that the period during which it 
may issue, sell and renew its unsecured promisso- 
ry notes be extended to October 1, 1981. In all 
other respects the transactions as heretofore au- 
thorized by the Commission would remain un- 
changed. GPU states that this extension of its ex- 
isting authority is necessary so that it may have 
the flexibility to borrow under both unsecured 
credit lines and the GPU System Revolving Credit 
Agreement since from time to time it may be less 
costly and more expeditious to borrow pursuant to 
unsecured credit lines. 


The fees, commissions and expenses to be 
incurred in connection with the proposed transac- 
tion are estimated at $2,000, including legal fees 
of $1,500. It is stated that no state or federal 
regulatory authority, other than this Commission, 
has jurisdiction over the proposed transaction. 


Due notice of the filing of said post-effective 
amendments to said application has been given in 
the manner prescribed in Rule 23 promulgated un- 
der the Act (HCAR No. 21859), and no hearing 
has been requested of or ordered by the Commis- 
sion. Upon the basis of the facts in the record, it is 
hereby found that the applicable standards of the 
Act and the rules thereunder are satisfied and that 
no adverse findings are necessary; and that it is 
appropriate in the public interest and in the inter- 
est of investors and consumers that said applica- 
tion, as amended, be granted effective: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said ap- 
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plication, as amended, be, and it hereby is, 
granted effective forthwith, subject to the terms 
and conditions prescribed in Rule 24 promulgated 
under the Act, except that the time for filing the 
certification thereunder with respect to the pro- 
posed transactions is extended so as to allow fil- 
ing on a quarterly basis. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21930/February 23, 1981 


In the Matter of 


COLUMBIA GAS SYSTEM, INC. 
Wilmington, Delaware 


COLUMBIA GULF TRANSMISSION COMPANY 
Houston, Texas 


(70-6539) 


ORDER AUTHORIZING SHORT-TERM LOAN TO 
PARTNERSHIP, EQUITY INVESTMENT IN 
PARTNERSHIP, AND ISSUANCE OF COMMON 
STOCK AND PROMISSORY NOTES 


Columbia Gas System, Inc. (“Columbia”), a regis- 
tered holding company, and Columbia Gulf Trans- 
mission Company (‘Gulf’), a wholly-owned sub- 
sidiary, have filed an application-declaration and 
amendments thereto with this Commission pursu- 
ant to Section 6(b), 9, 10 and 12 of the Public Utili- 
ty Holding Company Act of 1935 (‘‘Act’’), and 
Rules 43, 45, and 50(a)(3) thereunder regarding 
the proposed transactions. 


Gulf is an interstate pipeline company regulated 
by the Federal Energy Regulatory Commission un- 
der the Natural Gas Act. Contingent upon approval 
of this Commission, Gulf has entered into a Gen- 
eral Partnership Agreement (“Agreement”) dated 
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September 15, 1978 for the purpose of con- 
structing and operating a pipeline system for the 
transportation of natural gas from Oklahoma to 
Arkansas. The proposed partnership, Ozark Gas 
Transmission System (‘Ozark’), will be comprised 
of the following equal basis partners: Gulf, Ozark 
Gas Pipeline Corporation (“OGPL”), Tennessee 
Ozark Gas Company (“Tennessee Ozark’) and 
Oklahoma Natural Development Corporation 
(“ONDC”). Ozark will be managed by a manage- 
ment committee composed of representatives of 
each of the four partners. Ozark has entered into a 
Construction Agreement and an Operating Agree- 
ment for OGPL to construct and operate the 
pipeline system. 


Subject to the approval of FERC, Ozark proposes 
to construct, operate and maintain a pipeline sys- 
tem consisting of approximately 285 miles of 20 
inch trunk pipeline and approximately 170 miles of 
4 inch, 6 inch, 8 inch, or 10 inch lateral gathering 
lines (together with appurtenant facilities), com- 
pression facilities totaling 3,125 horsepower (10 
stations varying in power from 50 horsepower to 
1,500 horsepower) and dehydration facilities. The 
20 inch line will extend from Pittsburgh County, 
Oklahoma to a point of interconnection with Natu- 
ral Gas Pipe Line Company of America (“NGPL”) 
in White County, Arkansas. 


Columbia Gas Transmission Corporation (“TCO”), 
another Columbia subsidiary, and Tennessee Gas 
Pipeline Company (‘Tennessee’), a Division of 
Tenneco Inc., have acquired rights to purchase 
any gas discovered and produced from approxi- 
mately 1,115,000 net acres in the Arkoma Basin in 
Oklahoma and Arkansas, and will continue to ne- 
gotiate for the purchase of additional acreage and 
reserves in the Arkoma Basin and other areas 
from which gas is economically deliverable to 
Ozark. Gas reserves available to Ozark from the 
Arkoma Basin are estimated at 874 Bcf, including 
77 Bcf of proven reserves, 126 Bcf of probable re- 
serves yet to be drilled and 671 Bcf of potential re- 
serves which may be explored and drilled through 
the remainder of this century. 


TCO and Tennessee have entered into separate 
Gas Transportation Agreements with Ozark under 
which TCO and Tennessee are each entitled to 50 
percent of the capacity of the line. ONDC has an 
option, exercisable within two years after the 
pipeline’s initial operation, to utilize up to 25 per- 
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cent of the pipeline’s capacity to the extent not 
committed to TCO and Tennessee. Ozark will re- 
ceive the gas owned by TCO, Tennessee and 
ONDC if it so elects and transport the gas for de- 
livery to NGPL, for the account of and/or for ex- 
change with each of the shippers. TCO’s gas will 
be delivered to the Columbia service territory 
through delivery by displacement of Gulf’s existing 
pipeline facilities under the terms being negoti- 
ated. The system will be designed to be capable of 
transporting 170,000 Mcf of natural gas per day. 
The average annual flow rate through the facilities 
during the first year of service will be 146,400 Mcf 
per day including compressor and dehydration 
fuel. 


Ozark proposes to finance the construction of the 
pipeline system on a project basis with the 
partners contributing equity equal to 30% of the 
construction cost and with financial institutions 
providing debt financing for the remaining 70%. 
Construction of the proposed facilities is estimated 
to cost a total of approximately $118.8 million, and 
to last less than one year. OGPL, Gulf, Tennessee 
Ozark and ONDC will each contribute approxi- 
mately $9 million as their respective equity invest- 
ments for a total equity contribution by the part- 
ners of approximately $35.5 million, 30 percent of 
the estimated construction cost. 


During the construction period, the balance of the 
costs over the equity investment will be funded 
through either short-term loans from the partners 
or financial institutions, or permanent financing 
from financial institutions. If short-term funding is 
elected, Gulf and each of the partners will make 
short-term advances of approximately $21 million 
each to Ozark. Such advances will be made as 
necessary for construction. When the facilities are 
placed in service, such short-term advances will 
be repaid with the proceeds of a private placement 
of long-term debt securities by Ozark. 


Gulf’s proposed short-term loan of approximately 
$21 million to the partnership will be funded 
through open account advances from Columbia. 
The open account advances will initially bear inter- 
est at the rate in effect from time to time at the 
agent bank for Columbia’s short-term loan line of 
credit. Interest charges to Gulf subsequently will 
be adjusted, after the short-term financing period, 
to the effective cost of money achieved on this 
short-term borrowing for this purpose. 
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With respect to the $9 million equity investment, 
Gulf proposes to finance this amount through the 
issuance and sale to Columbia of up to $4.5 mil- 
lion of its common stock, $25 par value, and 
through the issuance and sale to Columbia of up 
to $4.5 million of 20 year Installment Promissory 
Notes and/or 7 year Floating Rate Term Notes. 
The installment notes are to be unsecured and 
dated the date of their issue. The principal 
amounts will be due in twenty (20) equal annual 
installments on March 30 of each of the years 
1983 and 2002 inclusive. Interest on the install- 
ment notes will accrue from the date of their issu- 
ance, and will be paid semi-annually in accord- 
ance with the provisions of the notes. The interest 
rate would be the effective cost of money to Co- 
lumbia at its latest sale of debentures prior to the 
issuance of the notes, decreased by the amount 
necessary for the interest rate to be a multiple of 
1/10 of 1%. Columbia sold $100,000,000 principal 
amoung of debentures on August 13, 1980 (HCAR 
No. 21671), at an effective cost of money of 
12.9%. Subject to market conditions, Columbia an- 
ticipates selling additional long-term securities 
during the project’s construction period. Therefore, 
installment notes issued prior to such additional 
sale of debentures would bear an interest rate of 
12.9%. 


Should Columbia issue any notes under the Re- 
volving Credit and Term Loan Agreement, dated 
as of April 1, 1980, among Columbia and certain 
banks named therein, floating rate notes due 
March 31, 1987 would be issued by Gulf in lieu of 
installment notes. Such floating rate notes would 
be dated the date of their issue, and would bear 
interest at Columbia's effective cost of money for 
any borrowings under the revolving credit agree- 
ment. Any such floating rate notes issued would 
be refined upon maturity. 


Gulf, a subsidiary of Columbia, will have a 25% 
partnership interest in Ozark. It is expected that 
Ozark and the other partners and affiliates in 
Ozark will be exempt from the Act pursuant to 
Rule 16. 


It is stated that no state commission and no feder- 
al commission, other than this Commission, has 
jurisdiction over the proposed transactions. The 
fees and expenses to be incurred in connection 
with the proposed transactions are estimated to be 
$19,400. 
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Due notice of the filing of said application- 
declaration has been given in the manner pre- 
scribed in Rule 23 promulgated under the Act 
(HCAR No. 21899) and no hearing has been re- 
quested of or ordered by the Commission. Upon 
the basis of the facts in the record, it is hereby 
found that the applicable standards of the Act and 
the rules thereunder are satisfied and that no ad- 
verse findings are necessary; and that it is appro- 
priate in the public interest and in the interest of 
investors and consumers that said application- 
declaration, as amended, be granted and per- 
mitted to become effective: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
application-declaration, as amended, be and here- 
by is gratned and permitted to become effective 
forthwith, subject to the terms and conditions pre- 
scribed in Rule 24 promulgated under the Act, 
except that certificates thereunder shall be filed 
quarterly. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21931/February 24, 1981 


In the Matter of 


CENTRAL AND SOUTH WEST FUELS, INC. 
1800 Davis Bulding 

1309 Main Street 

Dallas, Texas 75202 


CENTRAL POWER AND LIGHT COMPANY 
P.O. Box 2121 
Corpus Christi, Texas 78403 


PUBLIC SERVICE COMPANY OF OKLAHOMA 
P.O. Box 201 
Tulsa, Oklahoma 74102 
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SOUTHWESTERN ELECTRIC POWER 
COMPANY 

P.O. Box 21106 

Shreveport, Louisiana 71156 


WEST TEXAS UTILITIES 
P.O. Box 841 
Abilene, Texas 79604 


(70-6435) 


NOTICE OF PROPOSED FUEL EXPLORATION 
AND DEVELOPMENT BUDGETS 


NOTICE IS HEREBY GIVEN that Central Power 
and Light Company (“CPL”), Public Service Com- 
pany of Oklahoma (“PSO”), Southwestern Electric 
Power Company (“SWEPCO”) and West Texas 
Utilities (“WTU”), electric utility subsidiaries of 
Central and South West Corporation (“CSW”), a 
registered holding company, together with Central 
and South West Fuels, Inc. (“CSW”), a fuel sub- 
sidiary of CPL, PSO, SWEPCO, and WTU have 
filed an application-declaration with this Commis- 
sion pursuant to the Public Utility Holding Compa- 
ny Act of 1935 (‘Act’) designating sections 9(a), 
10, 12 and 13 of the Act and Rules 80-95 promul- 
gated thereunder as applicable to the following 
proposed transactions. All interested persons are 
referred to said application-declaration which is 
summarized below for a complete statement of the 
proposed transaction. 


By orders dated December 28, 1978, March 30, 
1979, May 11, 1979, May 31, 1979, June 28, 
1979, July 31, 1979, October 31, 1979 and April 1, 
1980 (HCAR Nos. 20864, 20933, 21046, 21071, 
21124, 21165, 21234 and 21506), applicants- 
declarants were authorized fuel exploration and 
development budgets for the period January 1, 
1979 through March 31, 1981. Applicants- 
declarants here request fuel exploration and de- 
velopment authorization for the period April 1, 
1981 through December 31, 1981. 


CSWF and the operating companies have budg- 
eted expenditures of $15,849,000 for the period 
April 1, 1981 through December 31, 1981 for lig- 
nite projects. In addition, they have budgeted 
$1,584,000 as a contingency against cost over- 
runs. The activities will be conducted by CSWF as 
agent for the operating companies. 
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An estimated $40,000 of the lignite budget will be 
used for the Cass-Morris Area (Texas) for required 
maintenance of existing leases. No development, 
engineering or geological work will be undertaken 
in this area. 


An estimated $3,562,000 of the lignite budget will 
be used for the Dolet Hills Area (Louisiana); 
$2,291,000 will be expended on land acquisition 
and maintenance of existing leases and 
$1,271,000 for engineering expenses. As of Sep- 
tember 30, 1980 this project contained a total of 
29,442 acres held in joint tenancy by SWEPCO 
and central Louisiana Electric Company 
(“CLECO”). The lignite in this prospect will be 
used for the Dolet Hills power plant, to be owned 
in equal shares by SWEPCO and CLECO, which 
is expected to be placed in service in 1986. 
SWEPCO, to the exclusion of any other CSW Sys- 
tem company, will reimburse CSWF for all Dolet 
Hills Area expenditures and will be directly reim- 
bursed by CLECO for 50% of all Dolet Hills ex- 
penditures. 


An estimated $1,638,000 of the lignite budget will 
be used for the Karnack-Wood-Lawn Area (Tex- 
as); $556,000 will be spent for outcrop and minor 
bracket drilling to further delineate the lignite area, 
$713,000 will be expended for engineering pur- 
poses, and $369,000 is budgeted for land acquisi- 
tion and lease maintenance. As of September 30, 
1980 CSWF had acquired leases for 35,643 net 
acres in this prospect. The lignite from this pros- 
pect will be used for Karnack | and Il, two CSW 
system 640 MW lignite units. Karnack | is ex- 
pected to be placed in commercial operation in 
1990. 


An estimated $6,004,000 of the lignite budget will 
be used for the South Hallsville Area (Texas); 
$3,636,000 will be spent for pipeline relocation in 
the project area, $1,773,000 will be used for land 
acquisition and lease maintenance, and $595,000 
is for further geological and engineering work as 
well as for CSWF contract administration relating 
to the planning, designing, development and con- 
struction of a surface lignite mine. As of Septem- 
ber 30, 1980 this prospect contained approximate- 
ly 41,325 net acres. The lignite obtained in this 
prospect will be used only for the SWEPCO 640 
MW Pirkey unit planned for commercial operation 
in 1985. Since no other CSW System company will 
share in that plant, SWEPCO will continue to reim- 
burse CSWF for all expenditures for this project. 
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Beginning in the fall of 1984, North American Coal 
Corporation will mine and deliver lignite to the 
Pirkey Plant pursuant to a cost plus take or pay 
contract. 


An estimated $3,098,000 of the lignite budget will 
be used for the Walker-Grimes Area (Texas); 
$1,399,000 will be spent to complete outcrop drill- 
ing and overburden coring in Area | and to perform 
development drilling, overburden coring and pre- 
liminary evaluations of deeper lignite in Area Il, 
$1,073,000 will be used for engineering work, 
$626,000 is budgeted for land acquisition and 
lease maintenance. As of September 30, 1980 
CSWF has acquired leases for 53,838 net acres in 
this prospect. The lignite from this prospect will be 
used for two 640 MW CSW System lignite units 
the first of which is scheduled for commercial op- 
eration in 1989. 


An estimated $1,047,000 of the lignite budget will 
be spent on the Coastal States Area (Texas); 
$47,000 will be used for drilling, analysis and other 
associated geological testing in order to determine 
whether it would be advisable to exercise an op- 
tion on this prospect, $1,000,000 is for the cost of 
acquisition of the lignite properties in the event 
such tests show substantial lignite deposits. CPL 
was one of four utilities (the other three are 
unaffiliated companies) granted an option to pur- 
chase lignite properties in Bastrop, Fayette and 
Washington Counties, Texas as a result of the set- 
tlement of claims against Coastal States Lo Vaca. 
CPL’s share of the settlement would permit it to 
purchase 35.535905% of these properties. CPL is 
the only CSW system which currently has an inter- 
est in this prospect. 


An estimated $460,000 will be expended during 
the budget period on other lignite projects. These 
expenses include geological and engineering 
studies, evaluations, and acquisition of properties 
submitted to CSWF during the period. 


For the period from April 1,.1980 through March 
31, 1981, the Commission had authorized the ex- 
penditure of $3,500,000 for the exploration and 
development of the New Castle-Crystal Fall pros- 
pect. It is estimated that only $1,049,000 of the 
$3,500,000 budgeted will be expended by March 
31, 1981, leaving $2,451,000 unexpended. CSWF 
has budgeted $2,581,000 for all coal projects for 
the period April 1, 1981 through December 31, 
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1981. Of this amount $2,451,000 is budgeted for 
the New Castle-Crystal Falls Area (Texas) and will 
be expended as part of the same program and for 
the same purposes as the $3,500,000 budgeted 
for the previous period. 


An estimated $684,000 will be spent for the New 
Castle-Crystal Falls prospect for developmental 
drilling and detailed quality control coring in Area II 
and for fill-in drilling and continuous coring in Area 
|. Engineering work, budgeted at $1,004,000, 
including mapping, surveying, analysis of drilling 
data, and the preparation of a preliminary mine 
plan, will be conducted during the period. This en- 
gineering work will provide a definitive estimate of 
fuel quality and quantity, and also of the cost of 
fuel from this project. Approximately $763,000 will 
be used for further acquisition of acreage in the 
prospect area and in the maintenance of leases 
that have been acquired to date. CSW and its 
operating companies believe that the main advan- 
tage of the New Castle-Crystal Fails coal prospect 
is that it will allow the use of a mine mouth plant 
which would alleviate the uncertainty and high 
cost connected with transporting western coal. 


It is expected that approximately $118,000 will be 
expended during the budget period for engineering 
and feasibility studies related to other coal pro- 
jects which have been or may be offered to CSWF 
during the period; $12,000 is budgeted as a con- 
tingency element for other coal studies conducted 
during the budget period. 


CSWF and the operating companies have budg- 
eted $35,000 for uranium expenditures for the pe- 
riod from April 1, 1981 through December 31, 
1981. An additional contingency amount of $3,000 
is budgeted to protect CSWF against unforeseen 
cost overruns. Most of these expenditures will be 
for land-related legal fees for PSO’s uranium hold- 
ings. 


Additionally, CPL, PSO and SWEPCO have budg- 
eted $18,000,000, $11,560,000, and $1,850,000, 
respectively, for the period April 1, 1981 through 
december 31, 1981, for oil and gas exploration 
and development activities to be conducted by 
them unilaterally or with entities not affiliated with 
any CSW operating company. 


CPL, PSO, and SWEPCO propose to continue 
severally to acquire leasehold interests and sur- 
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face titles, to dispose of interests deemed not at- 
tractive or appropriate to their needs, to conduct 
geological evaluation and testing, to drill explora- 
tory and development wells, to operate wells, to 
acquire and operate gathering and pipeline facili- 
ties in connections with gas and oil wells in which 
any of them has a participation, to arrange for any 
treatment or processing needed to sell or ex- 
change products or byproducts where such sales 
or exchanges directly or indirectly reduce fuel 
costs. Activities may be entered into through joint 
ventures, partnerships, or other common enter- 
prises with entities not affiliated with CPL, PSO, or 
SWEPCO (except for Transok Pipeline Company, 
a wholly-owned subsidiary of PSO), and may in- 
volve farm-ins, farm-outs, bottom-hole or dry-hole 
contributions and other transactions. 


CPL proposes to expend a total of $18,000,000 for 
the budget period, of which $14,525,000 will be for 
new exploration and development and $1,875,000 
for old exploration and development. The re- 
maining $1,600,000 will be for lease acquisition 
and operating costs. CPL has also budgeted 
$1,800,000 as a contingency element to protect it- 
self against unforeseen cost overruns. 


PSO proposes to expend a total of $11,560,000 
for the budget period and does not expect to initi- 
ate new petroleum exploration and development 
ventures in states other than those in which it is 
currently engaged in such activities. Of the total 
expenditures for the budget, $10,377,000 is for 
current exploration for ongoing programs in the 
ANADARKO and ARKOMA basin areas in Okla- 
homa, and $1,183,000 will be for new exploration. 
PSO has also budgeted $1,560,000 as a contin- 


gency element to protect itself against unforeseen 
cost overruns. 


SWEPCO has budgeted expenditures of 
$1,850,000 for the budget period. The oil and gas 
budget contemplates the continued development 
of the South Carthage prospect, the Longwood 
prospect, and the Elm Grove prospect. SWEPCO 
has budgeted $185,000 as a contingency element 
to protect it against unforeseen cost overruns. 


CSWF’s general and administrative expenses for 
the budget period are estimated at $782,000, plus 
a contingency of $78,000 to protect CSWF against 
unforeseen additional costs. 
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The fees and expenses to be incurred in connec- 
tion with the proposed transactions are estimated 
at $3,200 including legal fees of $1,000. It is stat- 
ed that no state or federal commission, other than 
this Commisssion, has jurisdiction over the pro- 
posed transaction. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 20, 1981 request 
in writing that a hearing be held on such matter, 
stating the nature of his interest, the reasons for 
such request, and the issues of fact or law raised 
by the filing which he desires to controvert; or he 
may request that he be notified if the Commission 
should order a hearing thereon. Any such request 
should be addressed: Secretary, Securities and 
Exchange Commission, Washington, D.C. 20549. 
A copy of such request should be served person- 
ally or by mail upon the applicants-declarants at 
the above-stated addresses and proof of service 
(by affidavit or, in case of an attorney at law, by 
certificate) should be filed with the request. At any 
time after said date the application-declaration as 
filed or as it may be amended, may be granted 
and permitted to become effective as provided in 
Rule 23 of the General Rules and Regulations pro- 
mulgated under the Act, or the Commission may 
grant exemption from such rules as provided in 
Rules 20(a) and 100 thereof or take such other ac- 
tion as it may deem appropriate. Persons who re- 
quest a hearing or advice as to whether a hearing 
is ordered will receive any notices or orders issued 
in this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21932/February 25, 1981 


SEE 


SECURITIES ACT OF 1933 
Release No. 6293/February 25, 1981 


PUBLIC UTILITY HOLDING COMPANY ACT of 
1935 
Release No. 21933/February 25, 1981 


In the Matter of 


OHIO POWER COMPANY 
301 Cleveland Avenue, S.W. 
Canton, Ohio 44702 


(70-6445) 


SUPPLEMENTAL NOTICE CONCERNING PRO- 
POSED LEASING AND CHARTER TRANSAC- 
TIONS RELATED TO ACQUISITION OF COAL 
BARGES 


NOTICE IS HEREBY GIVEN that Ohio Power 
Company (“Ohio Power’), an electric utility sub- 
sidiary of American Electric Power Company, Inc., 
(“AEP”), a registered holding company, has filed 
with this Commission amendments to its applica- 
tion previously filed pursuant to the Public Utility 
Holding Company Act of 1935 (‘Act’), designating 
Sections 9 and 10 of the Act as applicable to the 
proposed transactions. All interested persons are 
referred to the amended application, which is sum- 
marized below, for a complete statement of the 
proposed transaction. 


By release dated June 12, 1980 (HCAR No. 
21622), notice was given that Ohio Power pro- 
posed to acquire by lease, at a cost of approxi- 
mately $11,500,000, sixty-five open hopper 
barges, which are needed to replace barges which 
are being retired from service. The barges will be 
operated by Indiana & Michigan Electric Company 
(‘l&M”), another electric utility subsidiary of AEP, 
which is experienced in the operation of barges, 
pursuant to an operating agreement which is sub- 
ject of a filing pending with this Commission (File 
No. 70-6161). It was stated that in said notice that 
the terms and conditions concerning a contem- 
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plated leasing transaction with respect to the 
barges would be subject of a further filing. 


By amendments to the instant application, Ohio 
Power requests authorization to enter into the fol- 
lowing transactions concerning the barges: (1) a 
purchase order for the construction of the barges, 
at a cost of approximately $173,000 each (plus ad- 
justments), by HBC Barge, Inc. (the “Shipbuild- 
er’); and (2) a Participation Agreement among Se- 
curity Pacific Equipment Leasing, Inc. (the 
“Owner’’), Ohio Power (the ‘“‘Charterer’’) and 
Chemical Bank (the “Lender’), pursuant to which 
Ohio Power will assign the purchase order to the 
Owner, the Owner will purchase the barges from 
the Shipbuilder and lease them under a Bareboat 
Charter Party (‘Charter’) between Owner and 
Charterer, and Lender will furnish to Owner a 
portion of the funds for construction. 


The cost to be paid by the Owner (“Equipment 
Cost’) to the Shipbuilder and the independent en- 
gineer (for services to be performed before the de- 
livery date), including interest during construction 
and during storage, will not exceed $13,200,000, 
of which (1) approximately $4,620,000 is to be 
provided by the Owner and (2) a sum not to ex- 
ceed $8,580,000 is to be provided by the Lender 
to the Owner through a non-recourse loan secured 
by (a) a First Preferred Fleet Mortgage covering 
the barges, and (b) a collateral assignment of 
Charter Hire and certain other sums payable pur- 
suant to the Charter. In addition, the Owner will 
pay and capitalize the interest due on the non- 
recourse loan during the interim term. It is stated 
that the $13,200,000 Equipment Cost was used in 
the Participation Agreement for purposes of cau- 
tion; applicant does not expect said cost to exceed 
$11,500,000 plus capitalized interest of $431,250. 


The interim term will commence upon acceptance 
of barges under the Charter in March and May 
1981, and end on July 1, 1981. The Charter will 
further provide for an original term of 20 years 
commencing July 2, 1981, and ending on July 1, 
2001. The Charterer has the option to renew the 
Charter for up to four cconsecutive five-year re- 
newal periods at the then fair market rental value 
of such barges for which the Charterer elects to 
renew (not less than 10 barges). No rent is pay- 
able during the interim term. Rent during the origi- 
nal term will consist of 40 semi-annual payments 
payable on January 2 and July 2 of each year 
commencing January 2, 1982. 
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Rental factors during the original term, assuming 
an Equipment Cost of $11,500,000 plus capital- 
ized interest of $431,250, a fixed long-term loan 
interest rate of 15% per annum, approximately 
65% debt and a debt repayment schedule re- 
sulting in an average loan life of 14.77 years, 
would be equal to (as a percent of the Owner's to- 
tal cost of $11,931,250): 


Semi-Annual 
Payments 
1-14 
15-20 


Rental Factor 
4.857723% 
5.937216% 


The annual effective equivalent interest cost to the 
Charterer under the above-stated assumptions 
would be approximately 8.76%. However, because 
fixed long-term loan rates were either not available 
or inordinately high, the following variable loan 
rates are in fact applicable to Owner's debt from 
Lender: first 1-’2 years, Lender’s Alternative Base 
Rate (the higher of Lender’s prime rate or its re- 
serve adjusted CD rate plus 2%); next 2 years, 
Lender's Alternate Base Rate plus %%; next 3% 
years, Lender's Alternate Base Rate plus 212%; 
last 13% years, 150% of Lender’s Alternate Base 
Rate. Thus actual rental factors will be lower or 
higher, depending on the prime rate, than those 
cited above which used a 15% annual interest rate 
assumption. The Owner has agreed to refinance 
the loan at Charterer’s request. It is contemplated 
that such request will be made when long-term 
loan rates are available on more favorable terms. 
The loan from Chemical Bank will be prepayable 
at any time without penalty. 


The Charter contains various provisions author- 
izing (1) Charterer to purchase barges at the end 
of the original term, (2) Charterer to declare 
barges economically obsolete on certain terms 
and conditions, and (3) Charterer to assign or sub- 
lease barges. The Charter will be similar to a net 
lease in that Charterer will be responsible for all 
expenses of maintenance and operation of the 
barges, and for certain charges and taxes. 


The fees and expenses to be incurred in connec- 
tion with the proposed transactions are estimated 
at $2,000 plus a commitment fee payable to the 
Lender of % of 1% per annum on the unused 
portion of a committed amount of $7,800,000 from 
the date of any Commission order authorizing the 
transactions through and including July 1, 1981, 
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and a $300 annual fee payable to an indenture 
trustee. It is stated that no state commission and 
no federal commission, other than this Commis- 
sion, has jurisdiction over the proposed transac- 
tions. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 23, 1981, re- 
quest in writing that a hearing be held on such 
matter, stating the nature of his interest, the rea- 
sons for such request, and the issues of fact or 
law raised by said amended application which he 
desires to controvert; or he may request that he be 
notified if the Commission should order a hearing 
thereon. Any such request should be addressed: 
Secretary, Securities and Exchange Commission, 
Washington, D.C. 20549. A copy of such request 
should be served personally or by mail upon the 
applicant at the above-stated address and proof of 
service (by affidavit or, in case of an attorney at 
law, by certificate) should be filed with the request. 
At any time after said date, the application, as 
amended or as it may be further amended, may be 
granted as provided in Rule 23 of the General 
Rules and Regulations promulgated under the Act, 
or the Commission may grant exemption from 
such rules as provided in Rules 20(a) and 100 
thereof or take such other action as it may deem 
appropriate. Persons who request a hearing or ad- 
vice as to whether a hearing is ordered will receive 
any notices or orders issued in this matter, 
including the date of the hearing (if ordered) and 
any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21934/February 26, 1981 


In the Matter of 


METROPOLITAN EDISON COMPANY 
Berks County, Pennsylvania 


(70-6283) 


ORDER AUTHORIZING EXTENSION OF TIME 
PERIOD DURING WHICH SHORT-TERM 
BORROWINGS MAY BE MADE 


Metropolitan Edison Company (‘‘Met-Ed”), an 
electric utility subsidiary of General Public Utilities 
Inc. (“GPU”), a registered holding company, has 
filed post-effective amendments to an application 
previously filed with this Commission pursuant to 
Section 6(b) of the Public Utility Holding Company 
Act of 1935 (‘Act’) and Rule 50 promulgated 
thereunder regarding the proposed transaction. 


By order dated December 28, 1979 (HCAR No. 
21368), the Commission granted Met-Ed authority 
to issue or renew, from time to time until Decem- 
ber 31, 1980, its unsecured promissory notes ma- 
turing not more than nine months after the date of 
issue, evidencing short-term bank borrowings, 
provided that the aggregate principal amount of 
such unsecured promissory notes outstanding at 
any one time, when added to Met-Ed’s borrowings 
outstanding under the GPU System Revolving 
Credit Agreement, shall not exceed the lesser of 
(a) $125,000,000 or (b) the amount permitted by 
Met-Ed’s Articles of Incorporation. 


By orders dated June 19, 1979 (HCAR No. 21107) 
and October 30, 1979 (HCAR No. 22276) the 
Commission authorized Met-Ed to issue, sell and 
renew from time to time through October 1, 1981, 
its promissory notes (having a maturity of not more 
than six months from the date of issue) pursuant 
to the GPU System Revolving Credit Agreement 
dated as of June 15, 1979, with a syndicate of 
commercial banks. The Commission's orders, 
among other things, authorized Met-Ed to incur in- 
debtedness under the Agreement up to an amount 
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which, when added to its other outstanding short- 
term borrowings would not in the aggregate ex- 
ceed the lesser of (a) $125,000,000 or (b) the 
amount permitted by Met-Ed’s Articles of Incorpo- 
ration. Borrowings under the Agreement are se- 
cured by the guarantee of GPU, by the common 
stock of GPU’s subsidiaries, and in the cases of 
Jersey Central Power & Light and Metropolitan 
Edison by certain other collateral. 


Met-Ed now requests that the period during which 
it may issue, sell and renew its unsecured promis- 
sory notes be extended to October 1, 1981. In all 
other respects the transactions as heretofore au- 
thorized by the Commission would remain un- 
changed. Met-Ed states that this extension of its 
existing authority is necessary so that it may con- 
tinue to have the flexibility to borrow under both 
unsecured credit lines and the GPU System Re- 
volving Credit Agreement since from time to time it 
may be less costly and more expeditious to borrow 
pursuant to unsecured credit lines. 


The fees, commissions and expenses to be 
incurred in connection with the proposed transac- 
tion are estimated at $2,500, including legal fees 
of $2,000. It is stated that no state or federal 
regulatory authority, other than this Commission, 
has jurisdiction over the proposed transaction. 


Due notice of the filing of said post-effective 
amendments to said application has been given in 
Rule 23 promulgated under the Act (HCAR No. 
21856), and no hearing has been requested of. or 
ordered by the Commission. Upon the basis of the 
facts in the record, it is hereby found that the ap- 
plicable standards of the Act and the rules there- 
under are satisfied and that no adverse findings 
are necessary; and that it is appropriate in the 
public interest and in the interst of investors and 
consumers that said application, as amended, be 
granted effective: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said ap- 
plication, as amended, be, and it hereby is, 
granted effective forthwith, subject to the terms 
and conditions prescribed in Rule 24 promulgated 
under the Act, except that the time for filing the 
certification thereunder with respect to the pro- 
posed transactions is extended so as to allow fil- 
ing on a quarterly basis. 
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For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21935/February 26, 1981 


In the Matter of 


THE SOUTHERN COMPANY 
P.O. Box 720071 
Atlanta, Georgia 30346 


GEORGIA POWER COMPANY 
P.O. Box 4545 
Atlanta, Georgia 30302 


GULF POWER COMPANY 
P.O. Box 1151 
Pensacola, Florida 32520 


MISSISSIPP! POWER COMPANY 
P.O. Box 4079 
Gulfport, Mississippi 39501 


SOUTHERN ELECTRIC GENERATING 
COMPANY 

P.O. Box 2641 

Birmingham, Alabama 35291 


(70-6549) 


NOTICE OF PROPOSED ISSUE AND SALE OF 
SHORT-TERM NOTES TO BANKS AND CCM- 
MERCIAL PAPER TO DEALERS; CAPITAL CON- 
TRIBUTIONS BY HOLDING COMPANY TO SUB- 
SIDIARIES; REQUEST FOR EXCEPTION FROM 
COMPETITIVE BIDDING 


Commitment 
Bank (in millions) 


Barclays Bank International 
Limited 

Credit Suisse 

Swiss Bank Corporation 

Union Bank of Switzerland 
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NOTICE IS HEREBY GIVEN that The Southern 
Company (‘Southern’), a registered holding com- 
pany, and Georgia Power Company (“Georgia”), 
Gulf Power Company (‘Gulf’), Mississippi Power 
Company (‘Mississippi’), and Southern Electric 
Generating Company (“SEGCO”), subsidiaries of 
Southern, have filed an application-declaration 
with this Commission pursuant to the Public Utility 
Holding Company Act of 1935 (‘Act’), designating 
Sections 6, 7 and 12 of the Act and Rules 45 and 
50 promulgated thereunder as applicable to the 
proposed transactions. All interested persons are 
referred to the application-declaration, which is 
summarized below, for a complete statement of 
the proposed transactions. 


The applicant-declarants propose to issue and sell 
from time to time, prior to April 1, 1982, short-term 
notes to banks and, except for SEGCO, commer- 
cial paper to dealers up to the following aggregate 
principal amounts at any one time outstanding: 


Southern $100,000,000 
Georgia 475,000,000 
Gulf 65,000,000 
Mississippi 65,000,000 
SEGCO 5,000,000 


Such notes will be issued from time to time as 
funds are required prior to April 1, 1982. 


Southern has obtained commitments from four in- 
ternational banks for an aggregate principal 
amount of $100,000,000. Each commitment ex- 
tends to December 31, 1981 and is subject to re- 
newal in accordance with its terms. A commitment 
fee of %4% per annum on undrawn amounts is pay- 
able for each commitment. Borrowings will, at 
Southern’s option, bear interest at an effective 
rate of (a) %% per annum over the lender’s float- 
ing prime rate or (b) a margin over the London 
Interbank Offered Rate (‘“LIBOR”). Swiss Bank 
Corporation also offers borrowings at 2% per an- 
num over its prime rate on the date of the ad- 
vance, fixed for 90 days. The commitments, and 
the interest rates and periods under option (b) are: 


Margin over 
LIBOR Loan Periods 
%% 30 to 180 days 
%% 30, 60 or 90 days 
%% 30 to 180 days 
Va% one to six months 
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Advances under option (b) from Credit Suisse and 
the Union Bank of Switzerland are not prepayable. 
Prepayment of advances from Barclays Bank Inter- 
national Limited and the Swiss Bank Corporation is 
conditioned on payment of a compensatory premi- 
um, usually equal to the difference between the in- 
terest that would have been earned to maturity on 
the prepaid amount and the interest to maturity from 
relending such amount. The maximum term for 
borrowings under option (a) is one year, 180 days 
for Swiss Bank Corporation, or if earlier, the expira- 
tion date of the commitment. 


Southern will borrow from these banks under the 
available option providing the lowest effective cost 
for the borrowing period. Assuming a prevailing 
prime interest rate and a LIBOR rate of 20%, the ef- 
fective cost of borrowings under these facilities 
would be as follows: Under option (a), the effective 
cost from each bank would be 20.50%. Under option 
(b), the effective cost of borrowings from Union Bank 
of Switzerland would be 20.50% and the effective 
cost of borrowings from the other facilities would be 
20.75%. 


Georgia has obtained commitments from nine banks 
for revolving credit aggregating $400,000,000 for the 
period from January 1, 1981 through December 31, 
1983. The commitment of each bank is evidenced by 
a separate agreement with Georgia. Each borrowing 
by Georgia under a revolving credit will be evi- 
denced by a master promissory note to be dated the 
date of the borrowing, to mature not more than 270 
days (but not later than the expiration of the lending 
bank’s commitment) after the date of the issue. Such 
notes will be prepayable, in whole or in part, at any 
time without penalty or premium. The revolving cred- 
its have been separately negotiated with each of the 
several banks and, consequently, the pricing terms, 
interest rates and fees payable by Georgia pursuant 
to each commitment vary. 


Under each agreement Georgia is obligated to pay a 
commitment fee. Such fees, calculated on an 
annualized basis, involve applying a defined rate to 
the bank’s total commitment, or under some agree- 
ments, the unborrowed portion thereof. The rates of 
interest for revolving credit borrowings may vary 
based on the amount of aggregate borrowings out- 
standing from the lending bank and may rise in the 
last two commitment years. Under each agreement 
the annual interest rate will either be equal to, or a 
percentage multiple of, a prescribed floating base 
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rate, such as the prime rate or a higher money mar- 
ket rate. 


Assuming a prime rate of 20% per annum of full us- 
age, the highest effective cost under the revolving 
credit arrangements would be 22.24% in the first 
year and 23.60% in the second and third years. The 
nine bank weighted average based on full usage 
would be 21.458% in the first year and rise to 
22.165% in the third year. The highest effective cost 
assuming no borrowings under the lines of credit 
would be 1.4% per annum. Georgia may reduce 
such fees by maintaining balances with the banks. 


Georgia may at any time without penalty terminate 
or reduce the commitment of any bank, provided that 
no bank’s commitment may be reduced to an 
amount less than the outftanding principal amount of 
borrowings from such bank at the time. of reduction. 
Each year Georgia expects to extend the commit- 
ments for an additional year and to renegotiate com- 
mitment terms. 


In addition to the above described specific bank bor- 
rowing arrangements, the applicant-declarants, ex- 
cept Southern, propose upon further authorization, 
to borrow from other banks within the authorized lim- 
its. These banks borrrowings will be evidenced by ei- 
ther notes dated as of the borrowing date or the ini- 
tial borrowing date for master notes. The notes will 
mature 9 months or less after the date of issue, will 
be prepayable in whole or in part without penalty or 
premium, and will bear interest at the bank’s rate for 
comparable companies. 


The applicant-declarants, except SEGCO, propose 
to sell commercial paper within the aggregate princi- 
pal limit set forth above for each company. The com- 
mercial paper will be in the form of promissory notes 
of the applicant-declarants with varying maturities 
not to exceed 270 days and in denominations of not 
less than $50,000 nor more than $5,000,000. Such 
notes will not by their terms be prepayable prior to 
maturity. 


The commercial paper will be solid directly to or 
through the following commercial paper dealers: The 
First Boston Corporation for Southern; Salomon 
Brothers for Georgia; and A.G. Becker & Co. Incor- 
porated for Gulf and Mississippi. The discount or in- 
terest rate will not exceed the annual discount rate 
prevailing at the issuance date for commercial paper 
of comparable quality and maturity. However, no 
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notes of more than 90 day maturity will be issued at 
an effective interest cost exceeding that issuer's ef- 
fective interest cost for bank borrowings of at least 
equal principal amount. No commission or fees will 
be paid, except a dealer may reoffer such commer- 
cial paper at a discount rate of % of 1% per annum 
less than the prevailing interest rate to the issuer or 
at an equivalent cost if sold on an interest bearing 
basis. 


The dealer will offer the commercial paper to not 
more than 200 customers of the dealers identified 
and designated in a nonpublic list prepared in ad- 
vance by the dealer. The list will include commercial 
banks, insurance companies, corporate pension 
funds, investment trusts, foundations, colleges and 
universities, municipal and state benefit funds, and 
eleemosynary and non-financial corporations which 
invest surplus funds in commercial paper. No sale 
will be made to any such customer unless and until 
the customer has received a current financial report 
of the issuer from the dealer. No additions will be 
made to such list of customers. It is expected that 
the commercial paper of the applicant-declarants will 
be held by customers to maturity. However, if they 
wish to resell prior to maturity, the dealer, pursuant 
to a verbal repurchase agreement, will repurchase 
the commercial paper and reoffer the same to others 
on the customer list. 


Southern proposes to use the borrowings, treasury 
funds and other external funds to make capital con- 
tributions to Alabama Power Company (“Alabama”), 
Georgia, Gulf and Mississippi. Such funds will also 
be used to pay Southern’s indebtedness when due, 
to make loans to Southern Company Services, Inc., 
and to serve other corporate purposes. Southern 
proposes to make capital contributions from the ef- 
fective date of the Commission’s order herein 
through March 31, 1982 in amounts not to exceed 
the following: 


Company 
Alabama $133,000,000 
Georgia 157,000,000 
Gulf 15,000,000 
Mississippi 10,000,000 


Amount 


The proceeds of the short-term borrowings will be 
used by the applicant-declarants to finance their re- 
spective construction programs and for to serve oth- 
er corporate purposes. Part or all of the net pro- 
ceeds of any long-term financing will be applied to 
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pay or reduce the principal amount of outstanding 
short-term borrowings. 


SEGCO maintains a working capital advance with its 
agent, Alabama, under the terms of an operating 
agreement. The effects of inflation on fuel costs and 
other expenses have caused the working capital de- 
posit requirements to escalate sharply in recent 
years, draining SEGCO’s available cash reserves. In 
addition, SEGCO’s 1981 budget and three year fore- 
cast indicate that beginning in 1982 more construc- 
tion funds will be needed than SEGCO can generate 
internally. Therefore, SEGCO proposes to have up 
to $5,000,000 in short-term indebtedness outstand- 
ing during the period from April 1, 1981 through 
March 31, 1982. 


Except as may be otherwise authorized by the Com- 
mission, any short-term borrowings of the applicant- 
declarants outstanding hereunder after March 31, 
1982 will be retired (1) from internal cash resources 
or from the proceeds of equity financing in the case 
of Southern and (2) from internal cash resources 
and/or from the proceeds of long-term debt or equity 
financing in the cases of the other applicant- 
declarants. 


The applicant-declarants, except SEGCO, seek an 
exception from the competitive bidding requirements 
of Rule 50(b) pursuant to subparagraph (a)(5) there- 
of for the issuance of commercial paper because the 
commercial paper will have maturities not in excess 
of 270 days, current commercial paper rates for 
prime borrowers are published in daily financial pub- 
lications and it is impractical to invite bids for com- 
mercial paper. 


A statement of the fees and expenses incurred in 
connection with the proposed transactions will be 
provided by amendment. 


The issuance of Gulf and SEGCO of their notes to 
banks and the issuance and sale by Gulf of its com- 
mercial paper notes must be authorized by the 
Florida Public Service Commission and the Alabama 
Public Service Commission, respectively. It is stated 
that no other state commission and no federal com- 
mission, other than this Commission, has jurisdiction 
over the proposed transactions. 


NOTICE IS FURTHER GIVEN that any interested 


person may, not later than March 23, 1981, request 
in writing that a hearing be held on such matter, 
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stating the nature of his interest, the reasons for 
such request, and the issues of fact or law raised by 
said application-declaration which he desires to con- 
trovert; or he may request that he be notified if the 
Commission should order a hearing thereon. Any 
such request should be addressed: Secretary, Secu- 
rities and Exchange Commission, Washington, D.C. 
20549. A copy of such request should be served 
personally or by mail upon the applicant-declarants 
at the above addresses, and proof of service (by affi- 
davit or, in the case of an attorney at law, by certifi- 
cate) should be filed with the request. At any time 
after said date, the application-declaration, as filed 
or as it may be amended, may be granted and 
permitted to become effective as provided in Rule 23 
of the General Rules and Regulations promulgated 
under the Act, or the Commission may grant exemp- 
tion from such rules as provided in Rules 20(a) and 
100 thereof or take such other action as it may deem 
appropriate. Persons who request a hearing or ad- 
vice as to whether a hearing is ordered will receive 
any notices and orders issued in this matter, in- 
cluding the date of the hearing (if ordered) and any 
postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21936/February 26, 1981 


SEE 


SECURITIES ACT OF 1933 
Release No. 6294/February 26, 1981 
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TRUST INDENTURE ACT OF 1939 





TRUST INDENTURE ACT OF 1939 
Release No. 611/February 23, 1981 


In the Matter of 
BENEFICIAL CORPORATION 
File No. 22-—10891 


ORDER GRANTING APPLICATION PURSUANT 
TO SECTION 310(b)(1)(ii) OF THE TRUST IN- 
DENTURE ACT OF 1939 


The Securities and Exchange Commission has is- 
sued an order on an application by Beneficial Cor- 
poration to Section 310(b)(1)(ii) of the Trust Inden- 
ture Act of 1939 (the “1939 Act’) declaring that 
the trusteeship of Chase Manhattan Bank (Nation- 
al Association) under five indentures, is not so 
likely to involve a material conflict of interest as to 
make it necessary in the public interest or for the 
protection of investors to disqualify Chase Man- 
hattan Bank (National Association) acting as trust- 
ee under any of these indentures. 





TRUST INDENTURE ACT OF 1939 
Release No. 612/February 26,1981 


The Securities and Exchange Commission has is- 
sued an order under the Trust Indenture Act (the 
“Act’) on application by General American Trans- 
portation Corporation (the “Company”) that the 
trusteeship of Manufacturers Hanover Trust Com- 
pany under three indentures of the Company is 
not so likely to involve a material conflict of inter- 
est as to make it necessary to disqualify Manufac- 
turers Hanover Trust Company from acting as 
trustee under any of such indentures. 
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INVESTMENT COMPANY ACT OF 1940 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11639/February 20, 1981 


In the Matter of 


LUTHERAN BROTHERHOOD MONEY MARKET 
TRUST 

421 Seventh Avenue 

Pittsburgh, Pennsylvania 15219 


(812-2987) 


NOTICE OF FILING OF APPLICATION PURSU- 
ANT TO SECTION 8(f) OF THE ACT FOR AN OR- 
DER DECLARING THAT APPLICANT HAS 
CEASED TO BE AN INVESTMENT COMPANY. 


NOTICE IS HEREBY GIVEN that Lutheran Broth- 
erhood Money Market Trust (“Applicant”), which is 
registered under the Investment Company Act of 
1940 (“Act”) as an open-end, diversified, manage- 
ment investment company, filed an application on 
December 15, 1980, requesting an order of the 
Commission, pursuant to Section 8(f) of the Act, 
declaring that Applicant has ceased to be an in- 
vestment company as defined in the Act. All inter- 
ested persons are referred to the application on 
file with the Commission for a statement of the 
presentations contained therein, which are sum- 
marized below. 


Applicant states that it registered under the Act on 
January 8, 1980, as Brokers Cash Reserve Trust 
and that it simultaneously registered, pursuant to 
Section 8(b) of the Act, an indefinite number of its 
shares of common stock under the Securities Act 
of 1933. Applicant states that it amended its Reg- 
istration Statement on March 21, 1980, changing 
its name to Lutheran Brotherhood Money Market 
Trust. According to the application, the registration 
of Applicant's shares became effective on March 
31, 1980, at which time an initial public offering of 
those shares commenced. Applicant further states 
that it was dissolved pursuant to its Declaration of 
Trust and applicable state law on December 4, 
1980. Applicant’s Investment Adviser was Luther- 
an Brotherhood Research Corp. (‘Adviser’). 
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According to the application, on November 21, 
1980, Applicant's Trustees recommended to its 
shareholders that Applicant’s affairs be wound up 
and terminated and that unanimous consent of the 
shareholders approving such termination was ob- 
tained on November 21, 1980. As of December 3, 
1980, Applicant states it had 129,215 shares out- 
standing. All shares of Applicant had a net asset 
value of $1.00 per share. Further, the Applicant 
states that all of its shares held by public share- 
holders were voluntarily redeemed at their $1.00 
net asset value on August 18, 1980. Applicant fur- 
ther states that all of its portfolio securities either 
matured or were sold to the Parent Fund, Lutheran 
Brotherhood Money Market Fund, Inc., pursuant to 
Rule 6c-5(T) under the Act except for approxi- 
mately $129,000 representing shares in Applicant 
then held by Adviser, which was distributed to the 
Adviser in redemption of its shares on December 
4, 1980. According to the application, dissolution 
of Applicant resulted in transfer agent and admin- 
istrative fees of $22,636, which were assumed by 
the Adviser. 


Applicant states that as of the date of the filing of 
the application it had no assets or liabilities out- 
standing and was not a party to any litigation or 
administrative proceeding. Applicant further states 
that it is not engaged and does not propose to en- 
gage in any business activities other than those 
necessary for the winding up of its affairs and that 
there are no shareholders of Applicant to whom 
distribution in complete liquidation of their inter- 
ests has not been made. According to the applica- 
tion, Applicant intends to file Articles of Dissolution 
with the Commonwealth of Massachusetts Secre- 
tary of State. 


Section 8(f) of the Act provides, in pertinent part, 
that when the Commission, upon application, finds 
that a registered investment company has ceased 
to be an investment company as defined in the 
Act, it shall so declare by order and, upon taking 
effect of such order, the registration of such com- 
pany under the Act shall cease to be in effect. 


NOTICE IS FURTHER GIVEN that any interested 
person may not later than March 16, 1981, at 5:30 
p.m., submit to the Commission in writing a re- 
quest for a hearing on the application accom- 
panied by a statement as to the nature of his inter- 
est, the reason for such request, and the issues, if 
any, of fact or law proposed to be controverted, or 
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he may request that he be notified if the Commis- 
sion should order a hearing thereon. Any such 
communications should be addressed: Secretary, 
Securities and Exchange Commission, Washing- 
ton, D.C. 20549. A copy of such request shall be 
served personally or by mail upon the Applicant at 
the address stated above. Proof of such service 
(by certificate) shall be filed contemporaneously 
with the request. As provided in Rule 0-5 of the 
Rules and Regulations promulgated under the Act, 
an order disposing of the application herein will be 
issued as of course following said date unless the 
Commission thereafter orders a hearing on re- 
quest or upon the Commission’s own motion. Per- 
sons who request a hearing or advice as to wheth- 
er a hearing is ordered will receive any notices 
and orders issued in this matter, including the date 
of the hearing (if ordered) and any postponements 
thereof. 


For the Commisssion, by the Division of Invest- 
ment Management, pursuant to delegated authori- 
ty. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11640/February 20, 1981 


In the Matter of 


HEART OF AMERICA GROWTH FUND, INC. 
Suite 120 

1900 West 47th Place 

Shawnee Mission, Kansas 66205 


(811-1958) 


ORDER PURSUANT TO SECTION 8(f) OF THE 
INVESTMENT COMPANY ACT OF 1940 
DECLARING THAT APPLICANT HAS CEASED 
TO BE AN INVESTMENT COMPANY. 


On January 21, 1981, a notice was issued (Invest- 
ment Company Act Release No. 11574) stating 
that Heart of America Growth Fund, Inc. (‘‘Appli- 
cant’), registered under the Investment Company 
Act of 1940 (‘Act’) as an open-end, diversified, 
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management investment company, filed an appli- 
cation on December 3, 1980, pursuant to Section 
8(f) of the Act, for an order of the Commission 
declaring that Applicant has ceased to be an in- 
vestment company as that term is defined in the 
Act. 


The notice gave interested persons an opportunity 
to request a hearing, and stated that an order 
disposing of the application would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a hearing has been filed, and the Com- 
mission has not ordered a hearing. 


The matter has been considered, and it is found 
that the Applicant has ceased to be an investment 
company. Accordingly, 


IT IS ORDERED, pursuant to Section 8(f) of the 
Act, that the registration of Heart of America 
Growth Fund, Inc., under the Act shall forthwith 
cease to be in effect. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11641/February 20, 1981 


In the Matter of 


INTERCAPITAL TAX-FREE DAILY 
INCOME FUND INC. 
iNTERCAPITAL DIVIDEND GROWTH 
SECURITIES INC. 
and 


INTERCAPITAL NATURAL RESOURCE 
DEVELOPMENT SECURITIES INC. 

Five World Trade Center 

New York, N.Y. 10048 


(812-4802) 
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NOTICE OF APPLICATION PURSUANT TO SEC- 
TION 6(c) OF THE ACT FOR AN EXEMPTION 
FROM SECTION 2(a)(19) OF THE ACT 


NOTICE IS HEREBY GIVEN that InterCapital Tax- 
Free Daily Income Fund Inc., InterCapital Dividend 
Growth Securities Inc., and InterCapital National 
Resource Development Securities Inc. (‘‘Appli- 
cants’’), registered under the Investment Company 
Act of 1940 (“Act”) as open-end, diversified man- 
agement companies, filed an application on Janu- 
ary 12, 1981, for an order of the Commission pur- 
suant to Section 6(c) of the Act declaring that Dr. 
Irwin Friend, a director of InterCapital Tax-Free 
Daily Income Fund and prospective director of the 
two other Applicants, shall not be deemed an in- 
terested person of any of the Applicants within the 
meaning of Section 2(a)(19) of the Act solely by 
reason of his position as director of PMI Securities 
Co. (‘‘PMl’’), which is registered as a broker- 
dealer under the Securities Exchange Act of 1934 
(“Exchange Act’’). All interested persons are 
referred to the application on file with the Commis- 
sion for a statement of the representations made 
therein, which are summarized below. 


PMI was originally organized in 1972 to be a hold- 
ing company of two mortgage insurance com- 
panies (“insurance companies”). In 1973 PMI and 
the insurance companies were acquired by All- 
state Insurance Company (“Allstate”) and PMI 
commenced doing business as a “matchmaker,” 
that is, bringing together buyers and sellers of 
whole mortgages and participations on residential 
properties without compensation. In 1978 PMI was 
sold by Allstate to the newly-formed PMI Mortgage 
Corporation, a company which is a wholly-owned 
subsidiary of Allstate Enterprises, Inc., which is in 
turn, a wholly-owned subsidiary of Sears, Roebuck 
& Co. Subsequently, PMI was transferred to 
Seroco Enterprises Inc. (‘‘Seroco’’), another 
wholly-owned subsidiary of Sears Roebuck & Co. 


Applicants state that PMI is not now and since its 
registration as a broker-dealer under the Ex- 
change Act has not been engaged in the business 
of buying or selling any securities either as broker 
or dealer. However, PMI contemplates acting as a 
broker-dealer in the distribution of mortgage pass- 
through securities issued by its parent, PMI Mort- 
gage Corporation. These securities may be regis- 
tered pursuant to the Securities Act of 1933. 
Applicants state that non-registered private place- 
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ments of securities are also contemplated. Dr. 
Friend is Edward J. Hopkinson Professor of Fi- 
nance and Economics at the Wharton School of 
the University of Pennsylvania, and is also Direct- 
or of the Rodney L. White Center for Financial 
Research at the University of Pennsylvania. Appli- 
cants state that Dr. Friend has no past employ- 
ment consulting, contractual, financial, or other re- 
lationships with PMI or any affiliated person of 
PMI, other than as a director of PMI, the insurance 
companies and PMI Mortgage Corporation. 


InterCapital Tax-Free Daily Income Fund Inc. rep- 
resents that its investment policy requires it to in- 
vest all its assets primarily in tax-exempt securi- 
ties or other short-term, fixed-income securities. 
InterCapital Dividened Growth Securities Inc. and 
InterCapital Natural Resource Development Secu- 
rities Inc. represent that their respective invest- 
ment policies require them to invest primarily in 
common stocks, with a portion of their assets in- 
vested, at times, in corporate debt securities or 
money market instruments. Each represents that it 
is precluded from purchasing interests in real es- 
tate, except that it may, among other things, pur- 
chase securities that are secured by real estate or 
interests therein. Applicants state that they believe 
the mortgage pass-through securities proposed to 
be the subject of PMI’s broker-dealer businesss 
are not securities which would genrally be appro- 
priate for investment by any Applicant. In any 
event, Applicants undertake that they will not, un- 
der any circumstances, do any business, directly 
or indirectly, with PMI in any capacity, whether as 
broker-dealer or otherwise, so long as Dr. Friend 
is a director of Applicant and a director of PMI. 


Section 2(a)(19) of the Act, in pertinent part, de- 
fines an “interested person” of an investment 
company to include any broker or dealer regis- 
tered under the Exchange Act or any affiliated per- 
son of such broker or dealer. The term “affiliated 
person” of another person is defined by Section 
2(a) (3) (D) of the Act to include a director of such 
other person. Dr. Friend is a director of PMI and is, 
therefore, an affiliated person of PMI. Applicants 
do not concede Dr. Friend to be an interested per- 
son of any of the Applicants (as to InterCapital 
Dividend Growth Securities, Inc. and InterCapital 
Natural Resource Development Securities Inc., 
after election to the respective boards) but seek to 
have Dr. Friend determined by order to be a disin- 
terested director, notwithstanding his status as a 
director of PMI. 
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Section 6(c) of the Act provides, in pertinent part, 
that the Commission, by order upon application, 
may conditionally or unconditionally exempt any 
person from any provision of the Act, if and to the 
extent that such exemption is necessary or appro- 
priate in the public interest and consistent with the 
protection of investors and the purposes fairly in- 
tended by the policy and provisions of the Act. 


Applicants submit that it would be misleading to 
stockholders and unfair to Dr. Friend to identify 
him as an interested director of Applicants since 
such a label, they contend, implies the existence 
of an actual or a potential conflict of interest 
which, Applicants claim, does not in fact exist. Ap- 
plicants assert that because of Dr. Friend’s per- 
sonal stature and the removal of any possibility 
that Applicants will do business with PMI, Dr. 
Friend will be in a position to act independently on 
behalf of Applicants and their respective share- 
holders without any possible impairment arising 
out of his affiliation with PMI. 


Accordingly, Applicants believe that it would be in 
their best interests to have Dr. Friend’s status as a 
disinterested director clearly acknowledged and 
that the requested exemption is therefore appro- 
priate in the public interest and consistent with the 
protection of investors and the purposes fairly in- 
tended by the policy and provisions of the Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 17, 1981, at 5:30 
p.m., submit to the Commission in writing, a re- 
quest for a hearing on the application accom- 
panied by a statement as to the naure of his or her 
interest, the reasons for such request and the is- 
suees, if any, of fact or law proposed to be contro- 
verted, or he or she may request that he or she be 
notified if the Commission shall order a hearing 
thereon. Any such communication should be ad- 
dressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
such request shall be served personally or by mail 
upon Applicant at the address stated above. Proof 
of such service (by affidavit or, in the case of an 
attorney-at-law, by certificate) shall be filed con- 
temporaneously with the request. As provided by 
Rule 0-5 of the Rules and Regulations promul- 
gated under the Act, an order disposing of the ap- 
plication herein will be issued as of course follow- 
ing said date unless the Commission thereafter 
orders a hearing upon request or upon the 
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Commissionn’s own motion. Persons who request 
a hearing, or advice as to whether a hearing is or- 
dered, will receive any notices and orders issued 
in this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11642/February 23, 1981 


In the Matter of 


NACIONAL FINANCIERA, S.A. 
c/o Peter Darrow, Esq. 

Cleary, Gottlieb, Steen & Hamilton 
One State Street Plaza 

New York, New York 10004 


(812-4792) 


ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT EXEMPTING APPLICANT FROM ALL PRO- 
VISIONS OF THE ACT 


Nacional Financiera, S.A. (“Applicant”), a financial 
agency of the Mexican government, filed an appli- 
cation on December 22, 1980, and amendments 
thereto on January 9, 1981 and January 26, 1981, 
for an order of the Commission pursuant to Sec- 
tion 6(c) of the Investment Company Act of 1940 
("Act”) exempting Applicant from all provisions of 
the Act. 


On January 26, 1981, a notice was issued (Invest- 
ment Company Act Release No. 11584) of the fil- 
ing of said application. The notice gave interested 
persons an opportunity to request a hearing and 
stated that an order pursuant to 6(c) of the Act, 
disposing of the application, would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a hearing has been filed, and the Com- 
mission has not ordered a hearing. 
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The matter has been considered, and it is found 
that the granting of the requested exemption is ap- 
propriate in the public interest and consistent with 
the protection of investors and the purposes fairly 
intended by the policy and provisions of the Acct. 
Accordingly, 


IT IS ORDERED, pursuant to Section 6(c) of the 
Act, that the application for exemption from all pro- 
visions of the Act be, and hereby is, granted, ef- 
fective forthwith, subject to the condition that Ap- 
plicant comply with its undertakings: (1) that the 
Applicant will ensure that the proposed commer- 
cial paper Notes will not be advertised or other- 
wise offered for sale to the general public; (2) that 
the applicant will ensure that each offeree of the 
Notes will receive prior to purchase a memoran- 
dum describing Applicant’s business and including 
Applicant's most recent publicly available annual 
financial statements. Such memorandum will de- 
scribe the material differences between Mexican 
accounting principles applicable to Mexican banks 
and generally accepted accounting principles ap- 
plicable to similar financial institutions in the 
United States. The memorandum will be at least 
as comprehensive as those customarily used in of- 
fering commercial paper in the United States and 
will be updated promptly to reflect material 
changes in Applicant's financial condition; and (3) 
that in any future offering of Applicant’s securities 
in the United States, which will be limited to debt 
securities, each offeree will be provided a memo- 
randum that is at least as comprehensive as those 
customarily used in offerings of such securities in 
the United States. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11643/February 24, 1981 


In the Matter of 


THE LINCOLN NATIONAL LIFE INSURANCE 
COMPANY 


and 


THE LINCOLN NATIONAL VARIABLE ANNUITY 
FUND A 

1300 South Clinton Street 

Fort Wayne, Indiana 46801 


(812-4783) 


NOTICE OF APPLICATION PURSUANT TO SEC- 
TION 6(c) OF THE ACT FOR AN ORDER OF EX- 
EMPTION FROM THE PROVISIONS OF SEC- 
TIONS 22(e), 27(c)(1) and 27(d) OF THE ACT 


NOTICE IS HEREBY GIVEN that The Lincoln Na- 
tional Life Insurance Company (“Lincoln Nation- 
al’), a stock life insurance company organized un- 
der the laws of the State of Indiana, and The 
Lincoln National Variable Annuity Fund A (“the 
Fund”), a separate account of Lincoln National 
registered under the Investment Company Act of 
1940 (‘Act’) as an open-end, diversified manage- 
ment investment company (hereinafter collectively 
referred to as “Applicants’’) filed an application on 
December 17, 1980, pursuant to Section 6(c) of 
the Act for an order exempting Applicants from the 
provisions of Sections 22(e), 27(c)(1) and 27(d) of 
the Act to the extent necessary to permit compli- 
ance by Applicants with certain provisions of the 
Education Code of the State of Texas. All interest- 
ed persons are referred to the application on file 
with the Commission for a statement of the repre- 
sentations therein which are summarized below. 


On September 16, 1966, Lincoln National’s Board 
of Directors established the Fund pursuant to 
Indiana law. Lincoln National serves as investment 
adviser to and principal underwriter for the Fund. 
Among the variable annuity contracts offered by 
the Applicants is a Group Variable Annuity Con- 
tract designed to fund benefits provided by annuity 
purchase plans adopted by public school systems 
and certain tax-exempt organizations for their em- 
ployees and which qualifies for tax-deferred treat- 
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ment under Section 403(b) of the Internal Reve- 
nue Code of 1954, as amended. 


In 1967, the State of Texas directed the governing 
boards of all Texas institutions of higher education 
to make available to certain employees an Option- 
al Retirement Program (‘the Program’), codified 
as Subchapter G of Chapter 51 of the Texas Edu- 
cation Code. The statute provides as the funding 
media for the Program fixed or variable annuity 
contracts purchased from any insurance or annuity 
company qualified to do business in Texas. In 
1973, the Texas legislatures made two amend- 
ments in the Program legislation, which amend- 
ments became effective on June 14, 1973. The 
statutory definition of the Program was amended 
to provide that the benefits of such annuities are to 
be available only upon termination of employment 
in Texas public institutions of higher education, re- 
tirement, death or total disability of the participant. 
The other amendment added a new Section 
51.358 to Subchapter G which also provides that 
the benefits of such annuities will be available only 
if the participant dies, terminates his employment 
due to total disability, accepts retirement, or termi- 
nates employment in the Texas public institutions 
of higher education. 


Because of uncertainty regarding the effect of 
these amendments, the University of Texas Sys- 
tem (“the System”) requested the opinion of the 
Attorney General of Texas with respect to several 
questions concerning such amendments. The At- 
torney General rendered an opinion dated Februa- 
ry 18, 1975, in response to the System’s letter. 
The Attorney General interpreted Section 51.358 
to prohibit provisions in a variable annuity contract 
issued in connection with the Program on or after 
June 14, 1973, that make available the redemption 
value of such contract prior to the occurrence of 
one of the conditions specified in the statute, i.e., 
termination of employment, retirement, death or 
total disability. Moreover, the opinion further stat- 
ed that the prohibitions of Section 51.358 were im- 
pliedly in effect upon the establishment of the Pro- 
gram (in 1967) and that notwithstanding any 
language which may be contained in existing con- 
tracts, a participant in the Program has never had 
the right to redeem his annuity contract otherwise 
than in accordance with the limitations described 
above. The opinion did not affect the right of a par- 
ticipant to transfer the redemption value of his an- 
nuity contract from one carrier to another; accord- 
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ingly, the granting of the relief requested in the 
application would not affect such right. 


Sections 27(c)(1), 22(e) and 27(d) 


Section 27(c)(1) of the Act makes it unlawful for 
any registered investment company issuing peri- 
odic payment plan certificates, or for any depositor 
of or underwriter for such company, to sell any 
such certificate unless such certificate is a re- 
deemable security. Section 2(a) (32) of the Act de- 
fines “redeemable security” to mean any security 
under the terms of which the holder upon its pres- 
entation to the issuer or to a person designated by 
the issuer is entitled to receive approximately his 
proportionate share of the issuer’s current net as- 
sets, or the cash equivalent thereof. 


Section 22(e) of the Act provides that no regis- 
tered investment company shall suspend the right 
of redemption or postpone the date of payment or 
satisfaction upon redemption of any redeemable 
security in accordance with its terms for more than 
seven days after the tender of such security to the 
company or its agent designated for that purpose 
of redemption except in certain prescribed circum- 
stances. 


Section 27(d) of the Act makes it unlawful for any 
registered investment company issuing periodic 
payment plan certificates, or for any depositor of 
or underwriter for such company, to sell any such 
certificate unless the certificate provides that the 
holder thereof may surrender the certificate at any 
time within the first eighteen months after the issu- 
ance of the certificate and receive in payment 
thereof, in cash, the sum of (1) the value of his ac- 
count, and (2) an amount, from such underwriter 
or depositor, equal to that part of the excess paid 
for sales loading which is over 15 per centum of 
the gross payments made by the certificate holder. 


Applicants hereby request exemption from the pro- 
visions of Sections 22(e), 27(c)(1) and 27(d) of the 
Act to the extent necessary to permit compliance 
with Section 51.358 as it pertains to: (i) redemp- 
tion values under contracts issued to participants 
in the Program subsequent to the date of such 
exemptive order, and (ii) redemption values under 
group contracts issued prior thereto but attributa- 
ble to payments made subsequent to the date of 
such order such that redemption values, in ac- 
cordance with the opinion of the Texas Attorney 
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General cited above, may be made available only 
upon termination of employment, retirement, 
death, or total disability of the participating faculty 
member. 


Applicants assert that if such exemptions are not 
granted, persons participating in the Program ef- 
fectively will be denied an opportunity to select as 
a funding medium for their retirement benefits one 
of two funding media specifically provided in the 
Texas statute for such purpose. Additionally, 
participants will be unable to obtain the state’s 
contributions for the purchase of an equity-based 
retirement vehicle. In this respect, the Attorney 
General's opinion indicated that these contribu- 
tions will encourage participation in the retirement 
plan but that unrestricted withdrawals prior to re- 
tirement might be detrimental to an effective retire- 
ment vehicle. In view of the foregoing, Applicants 
assert that the Commission should grant the re- 
quested exemptions because: (1) the limited re- 
striction on redemption would be voluntarily as- 
sumed by participants, i.e., eligible employees are 
not required to participate in the Program; (2) the 
restrictions were neither formulated nor suggested 
by Applicants; and (3) participants’ relinquishment 
of the full right of redemption is a reasonable re- 
quirement in exchange for the benefits bestowed 
by the contributions of the State of Texas. 


Applicants will ensure that appropriate disclosure 
is made to persons who consider participation in 
the Program, informing them of the restriction on 
the availability of redemption values. This disclo- 
sure will take the form of an appropriate reference 
in each prospectus to the restrictions on redemp- 
tion of these contracts, as well as a requirement 
that each participant, as part of the determination 
that the sale of these contracts be suitable for that 
participant, sign a statement indicating that he/she 
is aware that these restrictions will be placed on 
his/her contract when it is issued. 


In addition, Lincoln National will review all sales lit- 
erature that is to be used in conjunction with the 
sales of these contracts for the existence of mate- 
rial representations that are inconsistent with the 
restrictions to be placed on these contracts and 
will instruct the salespeople involved in soliciting in 
this market specifically to bring this restriction to 
the attention of the potential participants. 
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Section 6(c) authorizes the Commission to exempt 
any person, security or transaction or any class or 
classes of persons, securities or transactions, 
from the provisions of the Act and Rules promul- 
gated thereunder if and to the extent that such ex- 
emption is necessary or appropriate in the public 
interest and consistent with the protection of in- 
vestors and the purposes fairly intended by the 
policy and provisions of the Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 20, 1981 at 5:30 
p.m., submit to the Commission in writing a re- 
quest for a hearing on the matter accompanied by 
a statement as to the nature of his/her interest, the 
reason for such request, and the issues, if any, of 
fact or law proposed to be controverted, or he/she 
may request that they be notified if the Commis- 
sion should order a hearing thereon. Any such 
communication should be addressed: Secretary, 
Securities and Exchange Commission, Washing- 
ton, D. C., 20549. A copy of such request shall be 
served personally or by mail upon Applicants at 
the address stated above. Proof of such service 
(by affidavit, or in the case of an attorney-at-law, 
by certificate) shall be filed contemporaneously 
with the request. As provided by Rule 0-5 of the 
Rules and Regulations promulgated under the Act, 
an order disposing of the application will be issued 
as of course following March 20, 1981 unless the 
Commission thereafter orders a hearing upon re- 
quest or upon the Commission’s own motion. Per- 
sons who request a hearing, or advice as to 
whether a hearing is ordered, will receive any no- 
tices and orders issued in this matter, including 
the date of the hearing (if ordered) and any post- 
ponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





Volume 22, No. 2, March 10, 1981 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11644/February 24, 1981 


In the Matter of 


AMERICAN BIRTHRIGHT TRUST 
TAX-MANAGED FUND FOR 
UTILITY SHARES 

247 Royal Palm Way 

Palm Beach, Florida 33480 


(812-4822) 


NOTICE OF FILING OF APPLICATION AND OR- 
DER PURSUANT TO SECTION 6(c) OF THE ACT 
GRANTING TEMPORARY EXEMPTION FROM 
SECTION 16(a) OF THE ACT. 


NOTICE IS HEREBY GIVEN that American Birth- 
right Trust and Tax-Managed Fund For Utility 
Shares (collectively referred to as “Applicants”), 
open-end, diversified, management investment 
companies registered under the Investment Com- 
pany Act of 1940 (‘Act’), filed an application on 
February 12, 1981, for an order of the Commission 
under Section 6(c) of the Act exempting Applicants 
from certain provisions of Section 16(a) of the Act 
until April 30, 1981, to permit pursuant to a court 
order three “disinterested” persons and one new 
“interested” person to serve on the board of trust- 
ees or board of directors of the Applicants until 
Applicants’ 1981 annual meetings of shareholders. 
All interested persons are referred to the applica- 
tion on file with the Commission for a statement of 
the representations contained therein which are 
summarized below. 


On December 30, 1980, the United States District 
Court for the District of Columbia entered an order 
in Securities and Exchange Commission v. Amer- 
ican Birthright Trust Management, Inc. et al. (““Or- 
der’). The entry of that Order resulted in the set- 
tlement of an injunctive action brought by the 
Commission against the investment adviser, offi- 
cers of the investment adviser, and the directors 
and trustees of the Applicants as a result of cer- 
tain violations of the Securities Act of 1933 (1933 
Act’) and the Act committed by the above entity 
and individuals in their administration of the affairs 
of the Applicants. Among other things, the Order 
required that the investment adviser of the Appli- 
cants and the officers of the investment adviser 
take action to ensure that at least 60% of the 
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members of the board of trustees of American 
Birthright Trust and board of directors of Tax- 
Managed Fund For Utility Shares would consist of 
disinterested directors or trustees having no previ- 
ous affiliation with any of the defendants in this 
case and with whom the Commission shall have 
no objection. Pursuant to that provision of the Or- 
der all but one member of the old Boards resigned 
and were replaced by four individuals, three of 
whom had no previous affiliation with any of the 
defendants in the injunctive action. Thus, only one 
member of the Applicants’ present Boards has 
been elected by the shareholders of the Appli- 
cants. 


Section 16(a) of the Act in part provides that, ex- 
cept for the filling of certain vacancies on a board 
of directors, no person can serve as a director of 
an investment company unless elected by share- 
holders. In the event that at any time less than a 
majority of directors are elected by shareholders, 
Section 16(a) requires that a special shareholder 
meeting be held within sixty days for the purpose 
of electing directors to fill any existing vacancies 
on the board unless the Commission shall, by or- 
der, extend such period. In order to prevent their 
Boards from being improperly constituted after 
February 28, 1981, the Applicants have requested, 
pursuant to Section 6(c) of the Act, an exemption 
from the provisions of Section 16(a) of the Act until 
April 30, 1981. 


In their application the Applicants state that their 
new Boards, assisted by an independent counsel 
who was appointed pursuant to the terms of the 
Order, are currently reviewing the terms of the ad- 
visory and service contracts with the Applicants’ 
investment adviser (American Birthright Trust 
Management, Inc.). Applicants further state that 
such review should be completed in sufficient time 
to allow the new Boards to present to the Appli- 
cants’ shareholders at the 1981 annual meetings 
the results of their deliberations. Such annual 
meetings are scheduled to be held in April. 


The Applicants request permission to delay hold- 
ing shareholder meetings to ratify the appointment 
of their new directors and trustees until their 
scheduled annual meetings of shareholders. The 
Applicants note that the holding of special share- 
holder meetings by February 28, 1981, to elect di- 
rectors and trustees would result in the holding of 
two shareholder meetings within three months. 
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The Applicants contend that requiring Applicants 
to hold two such meetings within a three month 
period would impose an unnecessary and inappro- 
priate burden on them, and constitute an unjus- 
tifiable cost to their shareholders. 


Section 6(c) of the Act provides that the Commis- 
sion, by order upon application, may conditionally 
or unconditionally exempt any person or transac- 
tion from any provision or provisions of the Acct if 
and to the extent that with the protection of invest- 
ors and the purposes fairly intended by the policy 
and provisions of the Act. 


The matter has been considered by the Commis- 
sion, and it is found that, in view of the circum- 
stances set forth above, particularly given the Dis- 
trict Court's entry of the Order, the concurrence of 
the Commission with the terms of the Order, the 
temporary nature of the exemption sought and the 
necessity of acting immediately to protect share- 
holders’ interests, the granting of an immediate 
temporary order exempting Applicants from Sec- 
tion 16(a) of the Act to permit three disinterested 
persons and one new interested person to serve 
on the Board of each Applicant pursuant to the Or- 
der until April 30, 1981, is appropriate in the public 
interest and consistent with the protection of in- 
vestors and the purposes fairly intended by the 
policy and provisions of the Act. Accordingly, 


IT IS ORDERED, pursuant to Section 6(c) of the 
Act, that the appliction for a temporary order ex- 
empting the Applicants from certain provisions of 
Section 16(a) of the Act to permit, pursuant to a 
court order, three disinterested persons and one 
new interested person to serve on the board of 
trustees or board of directors of the Applicants un- 
til Applicants’ 1981 annual meetings of sharehold- 
ers to be held by April 30, 1981, is granted. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Rel. No. 11645/February 25, 1981 


Admin. Proc. File No. 3-5281 
In the Matter of 


THE VANGUARD GROUP, INC. 
Valley Forge, Pennsylvania 


WELLINGTON FUND, INC. 

WINDSOR FUND, INC. 

IVEST FUND, INC. 

WELLESLEY INCOME FUND, INC. 

W. L. MORGAN GROWTH FUND, INC. 
GEMINI FUND, INC. 

WESTMINSTER BOND FUND, INC. 
EXPLORER FUND, INC. 

WHITEHALL MONEY MARKET TRUST 
WARWICK MUNICIPAL BOND FUND, INC. 
QUALIFIED DIVIDEND PORTFOLIO, INC. 
QUALIFIED DIVIDEND PORTTFOLIO Ii, INC. 
FIRST INDEX INVESTMENT TRUST 


(812-4094) 
OPINION OF THE COMMISSION 


JOINT TRANSACTIONS OF INVEST- 
MENT COMPANIES AND AFFILIATED 
PERSONS 


Joint Arrangemnt for Allocation of Distribution Ex- 
penses Among Companies in Mutual Fund Com- 
plex 


Where the participation of investment companies 
in a mutual fund complex in a proposed plan for 
the internalized distribution of their continuously 
offered shares was consistent with the provisions, 
policies and purposes of the Investment Company 
Act, and benefited each company in the complex 
within a reasonable range of fairness, he/d, plan 
approved, and related exemptive relief granted, 
subject to certain conditions. 


APPEARANCES: 


Philip J. Fina and Fred C. Aldridge, Jr., of 
Stadley, Ronon, Stevens & Young, for applicants. 
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William J. Kennedy, F. Hastings Griffin, Jr., Allan 
S. Mostoff, and Paul G. Haaga, of Dechert Price & 
Rhoads, for applicants’ independent directors. 


Fred Lowenschuss and William D. Parry, of Fred 
Lowenschuss Associates, for Joseph Silberman. 


Gerald Osheroff, Arthur J. Brown, W. Randolph 
Thompson and Alan C. Porter, for the Commis- 
sion’s Division of Investment Management. 


|. INTRODUCTION 


In these proceedings under the Investment Com- 
pany Act, the registered investment companies 
comprising the Vanguard group (‘the Funds’)! 
seek an order approving their assumption of finan- 
cial and administrative responsibility for the pro- 
motion and distribution of their own shares,? a 
function previously performed by their investment 
adviser.* After an administrative law judge had ini- 
tially rejected applicants’ proposal, applicants 
modified their proposed formula for allocating dis- 
tribution costs among the various Funds, and the 
law judge granted their application, subject to 
certan conditions. We have issued interim orders, 
also subject to certain conditions, authorizing im- 





'The Vanguard companies that are parties to this 
application are: Wellington Fund, Inc., Windsor 
Fund, Inc., Ilvest Fund, Inc., Wellesley Income 
Fund, Inc., W. L. Morgan Growth Fund, Inc., Gem- 
ini Fund, Inc., Westminster Bond Fund, Inc., Ex- 
plorer Fund, Inc., Whitehall Money Market Trust, 
Warwick Municipal Bond Fund, Inc., Qualified Divi- 
dend Portfolio, Inc., Qualified Dividend Portfolio I, 
Inc., and First Index Investment Trust. The Van- 
guard Group, Inc., a jointly-owned subsidiary of 
the group’s investment companies which performs 
administrative and management services for them 
at cost, is also an applicant. Trustees Commingled 
Equity Fund, Inc. was recently organized as a 
member of the group. However, apparently be- 
cause it was not formed until the record had been 
closed and the initial decisions issued, it is not a 
party to these proceedings. 


2Shares of all of the Funds are continuously of- 
fered to the public except for those of Gemini, 
which is a closed-end company. 


3Certain ancillary relief is also sought. 
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plementation of the proposed arrangement pend- 
ing our decision herein.4 


Joseph Silberman, a shareholder of applicant 
Wellington Fund, Inc.,° appeals from the law 
judge’s decisions.® Silberman maintains that the 
Funds’ application should be denied or, alterna- 
tively, that additional conditions should be 
imposed. Applicants, our Division of Investment 
Management, and the Funds’ independent direct- 
ors’ all urge that the law judge’s order should be 
affirmed without imposing any further conditions.® 
Based on the unchallenged portions of the law 
judge’s decisions and an independent review of 
the record, we make the following findings. 


ll. EVOLUTION AND DESCRIPTION OF PRO- 
POSED DISTRIBUTION PLAN 


The Vanguard group originated with the formation 
of Wellington in 1928. Over the years, Wellington's 
investment adviser, Wellington Management Com- 
pany (“WMC”), formed additional funds with a va- 





4The Vanguard Group, Inc., Investment Company 
Act Release No. 9927 (September 13, 1977), 13 
SEC Docket 92, as amended by our order of De- 
cember 11, 1979. 


5Silberman was granted leave to be heard in 
these proceedings pursuant to Rule 9(c) of our 
Rules of Practice. 


&Silberman states that he is acting “on behalf of 
the shareholders of Wellington.” However, Silber- 
man has no such authority. Accordingly, like the 
law judge, we shall treat Silberman’s arguments 
as made solely on his own behalf. 


7There are the directors who, at the outset of 
these proceedings, were not “interested persons” 
of the Funds as that term is defined in the Act. 
Like Silberman, they were granted leave to be 
heard. Wellington Management Company, invest- 
ment adviser to most of the Funds, was also 
granted leave to be heard, but has not taken part 
in the present appeal. 


8 Applicants have also requested that we eliminate 
that part of the law judge’s order which prohibits 
the Funds from using a “no-load” designation. 
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riety of investment objectives.? WMC acted as in- 
vestment adviser and manager for each of the 
funds it created, and served as principal under- 
writer for all but one of the funds.'° It received a 
fee from each fund for serving as adviser and 
manager, calculated as a percentage of the fund’s 
assets. For its services as principal underwriter, 
WNC retained a portion of the sales load charged 
new investors.'’ With minor exceptions, each fund 
had the same directors and officers, and each 
fund officer was also an officer or employee of 
WMC. 


In early 1974, an exhaustive study was commis- 
sioned by the Funds in order to investigate 
alternative structural arrangements. On the basis 
of that study, the directors determined that the 
Funds would benefit if management functions 
were “unbundled” from the other services rend- 
ered by WMC, and performed at cost directly by 
the Funds. Pursuant to our approval’? and share- 
holder ratification, the Funds organized The Van- 
guard Group, Inc. (“VGI"), a service company 
wholly owned by the Funds in proportion to their 
relative net assets, for that purpose. On May 1 
1975, management and administrative functions 





Wellington, a balanced fund whose portfolio in- 
cludes common and preferred stock and bonds, 
grew steadily until 1965 when its assets exceeded 
$2 billion. Thereafter, its popularity, like that of 
balanced funds in general, declined. Although 
Wellington’s assets had fallen to $700 million by 
the end of 1977, total assets for all of the Van- 
guard Funds were about $1.8 billion at that time. 


1°The lone exception was Gemini which, as previ- 
ously noted, is a closed-end company. 


11A "sales load” is defined by Section 2(a)(35) of 
the Act as “the difference between the price of a 
security to the public and that portion of the pro- 
ceeds from its sale which is received and invested 
or held for investment by the issuer .. ., less [cer- 
tain] expenses or fees which are not properly 
chargeable to sales or promotional activity.” 


12 Wellington Fund, Inc., 45 S.E.C. 701 (1975); 
Wellington Fund, Inc., \Investment Company Act 
Release No. 8644 (January 17, 1975), 6 SEC 
Docket 172. 
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were internalized. As a result, the Funds’ officers 
and staff were no longer affiliated with WMC.'% 


Under the new arrangement, WMC continued to 
serve as investment adviser and principal under- 
writer of the Funds pursuant to renegotiated con- 
tracts containing significantly reduced fee sched- 
ules.14 Through experience, WMC discovered that 
the portion of the sales load that it received was 
insufficient to cover its actual distribution ex- 
penses.'® This necessitated WMC’s drawing upon 
an ever-increasing share of its advisory fees to 
meet those costs.'® In 1976, the Funds’ directors 
investigated the possibility of separating such ex- 
penses from advisory fees. As a result, the Funds’ 
president recommended such a separation since it 
would enhance the Funds’ ability to evaluate costs 
and negotiate the pricing of services, as well as 





13Qne affiliated director remained on the Funds’ 
boards until 1978, when he declined to stand for 
re-election. At present, there are eight identical 
board members for each fund, only one of whom is 
an officer of the Funds, and no director is affiliated 
with WMC. The officers and directors of VGI are 
the same as those of the Funds. 


14These reductions exceeded the expenses which 
the Funds incurred by internalizing management. 


1SFor instance, in 1975 WMC incurred a pre-tax 
loss of over $2 million on its distribution services 
(excluding increased advisory fees resulting from 
sales created by those services). 


16Such conduct was becoming common practice 
at the time: 


“The notion of a distribution system 
which is, in itself, not profitable, seems 
to have become accepted as a fact of 
life by the mutual fund industry, and 
more and more complexes have been 
forced to finance essential wholesaling 
services and the sale of fund shares out 
of the profits generated from investment 
advisory fees...” 


SEC Division of investment Management, Report 
on Mutual Fund Distribution and Section 22(d) of 
the Investment Company Act (1974), at p. 34. 


Volume 22, No. 2, March 10, 1981 





improving cost disclosure to shareholders. Thus, 
in February 1977, the directors approved a pro- 
posal to internalize the Funds’ marketing and dis- 
tribution through a new subsidiary of VGI, Van- 
guard Marketing Corporation (‘Marketing’). They 
also approved new advisory fee schedules which 
provided for reduced fees, and authorized the sale 
of all continuously offered Funds without a sales 
load effective immediately. 


Based on Marketing’s initial proposed annual 
budget of $1.3 million and anticipated reductions 
of over $2.1 million in the fees paid to WMC, the 
Funds’ estimated aggregate reduction in expenses 
approximate $800,000.'”7 The original plan sub- 
mitted for our approval called for the Funds to pay 
marketing’s distribution expenses by allocating 
them (with certain exceptions for new funds) on 
the basis of the various Funds’ relative net as- 
sets.'® After the law judge had concluded that that 
allocation formula was not afair, we granted appli- 
cants’ request to amend their application. A re- 
vised formula (known as the Vanguard Modified 
Formula or “VMF’’) was then proposed and ap- 
proved by the law judge. That proposal is now be- 
fore us. 


VMF essentially provides for a two-part quarterly 
contribution from each fund, one-half based on the 
fund’s relative net assets during the preceding 
quarter and one-half based on the fund’s relative 
sales of new shares during the preceding 24 
months.'9 In order to make sure that a new fund is 
not unduly burdened, a ceiling has been set so 
that no fund’s payment (expressed as a percent- 
age of its assets) exceeds 125% of the average 
expenses of the group (expressed as a percent- 
age of the group’s total assets). Where a fund’s 
expense allocation reaches this “cap,” any excess 





17The budget consisted of administrative ex- 
penses related to distribution of about $315,000, 
and expenditures of approximately $985,000 for 
promotion and marketing. 


18Gemini, the closed-end company, was only to 
pay a portion of the administrative expenses. 


19Distribution expenses of an administrative na- 
ture are to be treated like other administrative ex- 
penses and allocated on the basis of each fund’s 
relative net assets. 
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is reallocated among the remaining funds on the 
basis of the above formula.2° 


The law judge’s approval of the application was 
subject to certain conditions, including a limitation 
on each fund’s annual marketing expense to 0.2% 
of its average month-end net assets, an annual re- 
view and evaluation of each fund’s distribution 
program by the independent directors conducted 
in substantially the same manner as the required 
review of investment advisory agreements,?' and 
the filing of annual reports with this Commission 
showing total and individual marketing expenses, 
sales, net assets and a proposed marketing ex- 
pense budget for the following year. The law judge 
also directed that no fund may refer to itself as “no 
load.” Finally, the law judge’s order was expressly 
made subject to any future Commission determi- 
nation relating to the general subject of mutual 
fund distribution, and to termination or modifica- 
tion in accordance with any applicable rules sub- 
sequently adopted.2? 


lll. PROPRIETY AND FAIRNESS OF THE PRO- 
POSAL 


With certain exceptions, joint arrangements 
among affiliated investment companies are prohib- 
ited by the Act unless this Commission, after con- 
sidering whether the participation of each compa- 
ny is consistent with the Act’s provisions, policies 
and purposes, and the extent to which such partic- 
ipation is on a basis different from or less advanta- 





20 Although, as originally proposed, the VMF would 
have excluded Gemini, the law judge conditioned 
his order of approval on Gemini’s participation, 
and applicants have not objected to that condition. 
Since Gemini has no new sales, its quarterly con- 
tribution will only consist of the portion based on 
relative net assets. 


21Section 15(c) of the Act. 


22As discussed below, we have recently adopted 
Rule 12b-1 under the Act which deals with the 
financing of distribution expenses with investment 
company assets. Investment Company Act Re- 
lease No. 11414 (October 28, 1980), 21 SEC 
Docket 324. 
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geous than that of the other participants, approves 
the arrangement.?% 


The principal questions we must address are (1) 
whether we should permit the use of a fund’s as- 
sets to pay for costs associated with the sale of 
new fund shares, including the shares of other 
funds in the same complex, thus imposing those 
costs on existing shareholders; and (2) whether 
under applicants’ proposed formula the contribu- 
tion of each investment company will be fair, in 
light of the fact that disbursements will not be pro- 
portionate to contributions. 


A. Use of Fund Assets for Distribution 


We have recently dealt with one of the basic is- 
sues raised by the application before us—whether 
fund assets may properly be used to pay for distri- 
bution expenses, a practice we had previously op- 
posed. On October 28, 1980, we adopted rules 
12b-1 and 17d-3 under the Act which, under stat- 
ed conditions, permit the use of such assets to fi- 
nance the distribution of fund shares, either by the 
fund itself or by an outside entity.24 


Historically, underwriters had received their com- 
pensation from sales loads, from which they paid 
the expenses involved in selling new fund 
shares.25 However, as noted earlier, sales loads in 
recent years have been inadequate to cover distri- 
bution expenses, and advisers such as WMC drew 
on their revenues from management and advisory 
fees to meet the deficits.2° As a result, we were 
concerned that such fees were being set at levels 
designed to cover those deficits, a practice which 
in our view constituted an indirect use of fund as- 
sets.2” We were also concerned that, if mutual 





23See Section 17(d) of the Act and Rule 17d-1 
thereunder. 


24Investment Company Act Release No. 11414, 
21 SEC Docket 324. 


25/d. at 332. 
26See n. 16, supra. 


2721 SEC Docket at 333. See also Investment 
Company Act Release No. 10862 (September 7, 
1979), 18 SEC Docket 271, 278. 
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funds paid for distribution expenses directly, the 
decision as to the level of expenditure would in 
fact be made by the funds’ investment advisers, 
who might be inclined to spend excessive 
amounts to sell new shares since the amount of 
their advisory fees was generally based on the 
amount of fund assets.2® We noted that independ- 
ent directors “may not be able to act with genuine 
independence in deciding whether to use fund as- 
sets for distribution because of the control 
invesment advisers typically exercise over the 
funds they advise.”29 In view of these concerns, 
the rules we adopted provided for safeguards de- 
signed to ensure that the business decisions re- 
specting such use of fund assets were in fact 
based on the fund directors’ independent judg- 
ment.3° However, in adopting the rules, we ex- 
pressly reserved for decision herein issues 
involving the joint sharing of distribution costs by 
funds within the same complex.*' 


We now turn to the application before us. We are 
satisfied that the Funds’ directors enjoy a degree 
of independence from external influence which ex- 
ceeds the standards mandated by Rule 12b-1. 
The directors have no affiliation with WMC. As the 
law judge pointed out, they have a degree of inde- 
pendence from the Funds’ investment adviser 
which is rare in the industry. Moreover, applicants 
do not propose to pay WMC, or any other external 
entity, for distribution services. Rather, those serv- 
ices will be performed internally at cost. By 
removing the adviser from the distribution process, 
applicants have eliminated our concern with the 
adviser’s conflict of interest in this area, a principal 
factor in our long-standing reluctance to permit 
funds to finance the costs of distribution. 





28Investment Company Act Release no. 10862, 
supra, 18 SEC Docket at 279. 


id. 


30Investment Company Act Release No. 11414, 
supra, 21 SEC Docket at 325, 334-35. 


31/d. at 336. 


32We concur with the law judge’s rejection of 
Silberman’s contention that Moses v. Burgin, 445 
F.2d 369 (C.A. 1, 1971), cert. denied, 404 U.S. 
994, indicates a judicial condemnation of the use 
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Having concluded that the Funds may use their 
assets to defray the costs of promoting and 
distributing their shares, we must now consider 
whether it is appropriate to permit the allocation of 
such costs among members of the Vanguard com- 
plex in amounts that have no direct correlation to 
the amounts spent for the promotion of each 
fund’s shares. We shall examine whether, as 
found by the law judge, the proposal will benefit 
each member of the group, and whether the meth- 
od of allocating costs lies within a reasonable 
range of fairness.34 


B. Fairness to Each Participant 


One of the Act’s basic policies is that funds should 
be managed and operated in the best interests of 
their shareholders, rather than in the interests of 
advisers, underwriters or others.*4 By replacing 
the adviser and assuming direct responsibility for 
distribution, the Funds are promoting this goal. 


Silberman contends that, even though the Funds’ 
directors acted independently of WMC in deciding 





FOOTNOTE, Continued 


of fund assets to pay for distribution expenses. 
The court in that case did not address the issue 
before us. Rather, it based its decision on a provi- 
sion of the fund’s charter which required the fund 
to receive full asset value for the sale of its shares. 
The Moses case has been so construed by the 
Court of Appeals for the Second Circuit in Tannen- 
baum v. Zeller, 552 F.2d 402, 417 (C.A. 2, 1977), 
cert. denied, 434 U.S. 934. 


33We note that granting an application under rule 
17d-1 does not require a finding that a proposed 
joint arrangement confers benefits on the partici- 
pants. Such an arrangement could be consistent 
with the provisions, policies and purposes of the 
Act as long as it is not detrimental to the invest- 
ment companies involved. However, where bene- 
fits result, we must consider the extent to which 
the benefits that accrue to each investment com- 
pany are “on a basis different from or less advan- 
tageous than” those that accrue to other partici- 
pants in the arrangement. 


34Section 1(b)(2). 
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to internalize distribution, their action was still im- 
proper since it was based on benefit to the com- 
plex as a whole, without sufficient regard for the 
best interests of Wellington or any other individual 
fund in the complex. He argues that, by predicat- 
ing each fund’s contribution even partially on its 
relative net assets, the proposal places funds like 
Wellington, with relatively large assets and few 
sales, “in a different and less advantageous posi- 
tion” than those with smaller assets, whose larger 
sales Wellington and similar funds are called upon 
to subsidize. 


We cannot accept these contentions. The as- 
serted disparities to which Silberman points can- 
not be considered in isolation, but rather as part of 
the directors’ ongoing effort to enhance every 
fund’s independence from its investment adviser, 
and to reduce each fund’s operating costs without 
sacrificing the quality of services performed.** In a 
complex multi-party arrangement such as the pro- 
posal before us, involving numerous and constant- 
ly shifting variables, absolute equality among the 
participants is realistically unattainable. However, 
there are discernible benefits accuring to each 
participant. Some of these benefits elude quantifi- 
cation, such as each fund’s enhanced independ- 
ence from its investment adviser. Others, such as 
reductions in advisory fees and economies of 
scale, cannot be quantified with any great preci- 
sion. Nonetheless, the record as a whole demon- 
strates that internalizing distribution redounds to 
the benefit of every fund, and that promoting asset 
growth by selling one fund’s shares not only bene- 
fits the particular fund whose shares are being 
sold, but also confers certain benefits on all the 
other funds in the complex. 


1. Independence from Adviser 


Increased independence from its adviser gives 
each fund much greater flexibility in negotiating 
advisory fees, removing the fear that distribution 
functions will be disrupted in the event of a switch 





35 Interlocking boards of directors within an invest- 
ment complex are neither prohibited nor uncom- 
mon. See Bloom v. Bradford, 480 F. Supp. 139, 
148 (E.D.N.Y., 1979). 
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in advisers.3® With internalization, each fund is in 
a better position to select the best adviser and ne- 
gotiate lower fees.3” Since the success of any 
mutual fund depends in large measure on the 
quality of investment advice it receives*®, un- 
encumbered evaluation of the adviser that will be 
supplying that advice is of great benefit.°9 


After internalizing distribution pursuant to our ini- 
tial interim order in 1977, all but two of the Funds*° 





36 Although Section 15(c) gives funds the right to 
terminate advisory contracts on 60 days’ notice, 
rupture of the multi-faceted relationship of adviser 
and distributor would, as a practical matter, be “a 
difficult and complex step for most companies.” 
Public Policy Implications of Investment Company 
Growth (‘Public Policy Report’), H.R. Rep. 2337, 
89th Cong., 2d Sess. at 148 (1966). See also 
Burks v. Lasker, 441 U.S. 471 (1979); Tannen- 
baum v. Zeller, supra, 552 F.2d at 405. 


37Warwick, which was formed after internalized 
distribution began, retained a bank as adviser, 
which it could not have done had the bank also 
been required to act as distributor. Moroever, with- 
out internationalization, the decision that competi- 
tive conditions required the elimination of sales 
loads could not have been implemented, since 
WMC, adviser to most of the Funds, indicated that 
it would not serve as underwriter to any fund of- 
fered without a sales load. 


38See, e.g., Steadman Security Corporation, Se- 
curities Exchange Act Release No. 13695 (June 
29, 1977), 12 SEC Docket 1041, 1048 n. 10. 


39We recognize, as suggested by Silberman, that 
under the proposed arrangement it may be difficult 
for the Vanguard staff handling distribution to eval- 
uate its own performance. However, the ultimate 
evaluation of distribution would rest with the Van- 
guard directors who have no apparent reason to 
condone inadequate performance by marketing 
personnel. Moreover, Marketing’s initial perform- 
ance appears to have been exceptional. In its first 
year of operations, the Vanguard Group’s com- 
bined market share of industry sales (excluding 
money market sales) doubled. 


40The two exceptions were First Index Investment 
Trust, which does not use an investment adviser, 
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entered into new arrangements providing for a re- 
duction in advisory fees that exceeded the distri- 
bution expenses they assumed. Based on year- 
end assets, the average fee reduction for each of 
the funds was 28.6%.*' The total net savings were 
$676,000, representing an average net savings of 
9.8% for each fund, with Wellington’s savings, in 
the amount of $248,000, being the largest. It is 
true that factors in addition to internalization con- 
tributed to these savings, and we recognize that 
degrees of independence and bargaining power 
do not lend themselves to precise measurement. 
However, the fact remains that each of the funds 
in question obtained an immediate advisory fee re- 
duction in excess of internalized distribution costs. 


Unlike the fee reductions negotiated in 1977, the 
Funds’ fee negotiations in 1978 were not linked to 
the shift in the distribution function. Thus they af- 
ford a superior test of the Fund’s enhanced bar- 
gaining power. By virtue of requiring only “pure” 
advisory services from WMC, the Funds were able 
to compare and discuss rates with other advisers 
and, in fact, solicited a competitive bid for advisory 
services for Wellington. As a result of their in- 
creased independence, five funds negotiated a 
further reduction of fees with WMC which, based 
on year-end 1977 assets, ranged from $5,000 to 
$450,000. Once again, Wellington’s savings were 
the largest. The fee reductions were all the more 
impressive considering that, during this period, ad- 
visory fee rates were generally rising.42 


2. Economies of Scale 
Silberman asserts that Wellington requires little in 


the way of distribution services, and could either 
provide for them itself or join together with other 





and Warwick, which was formed after the Funds 
internalized distribution. See n. 37, supra. 


41 The reduction in Wellington's fee was 32.9%. 


42The law judge correctly observed that, although 
several factors played a role in these reductions, 
the Funds’ independence under their internalized 
structure “had a significant impact” in bringing 
about these savings. 
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“self-sustaining” funds.42 He argues that Well- 
ington could achieve the same independence and 
bargaining power that the proposed arrangement 
provides without bearing the distribution expenses 
of “parasite” funds from which the self-sustaining 
funds assertedly derive no benefit. 


These arguments are wihtout merit. Silberman 
mistakenly assumes that a fund will only benefit 
from the amount spent to promote its own shares. 
But, due to economies of scale, sales of each 
fund’s shares will inure to the benefit of all. Proper 
evaluation of the relative benefit to each fund from 
such economies should be based on the extent to 
which per-share savings are realized as a result of 
the overall distribution effort, rather than the 
amount spent on promoting each fund. Moreover, 
the issue before us is not whether some other 
structure might be more beneficial to one or more 
of the Funds, but whether each fund’s participation 
in the proposed arrangement falls within a reason- 
able range of fairness.*4 


Implicit in applicants’ assumption of distribution is 
the expectation of increased sales. The invest- 
ment company complex, which has emerged as 
the prevalent method of operation in the industry, 
is better able to attract and retain a broader cross 
section of potential investors. Such complexes 
maintain or increase assets by offering each in- 
vestor the opportunity to apportion his aggregate 
fund investment more easily among several funds 
with different investment objectives, while main- 
taining the investor's ability to transfer assets 
readily from one fund to another at little or no 
cost.*5 The funds within a given complex do not so 





43The fact that Wellington’s sales have been so 
minimal in recent years raises a substantial ques- 
tion as to whether Wellington could maintain on its 
own a cost-efficient distribution system. Wellington 
would forfeit substantial economies of scale in 
marketing, advertising and promotion, the proc- 
essing of sales and redemptions, and similar serv- 
ices, either by acting alone or by joining together 
with only a few other funds. 


44See Continental Assurance Company. 43 
S.E.C. 215, 216-17 n. 1 (1966). 


45See, Public Policy Report, supra, at 47-48. We 
note that from 1964 to 1977, $243 million dollars 
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much compete with each other as complement 
one another.*® Thus, by contributing to the ex- 
pense of selling other members’ shares, or 
promoting a new member with different investment 
objectives, each fund is helping to maintain or en- 
hance the attractiveness and viability of the com- 
plex as a whole and its ability to compete against 
other complexes.*’” 





of Wellington assets were exchanged for shares in 
other funds within the complex. 


46 Silberman contends that the use of Wellington's 
assessment and shareholder lists to promote the 
other funds with which Wellington assertedly com- 
petes is detrimental to Wellington’s growth and 
stability. We concur with the law judge’s finding 
that the record fails to establish that the other 
funds compete with Wellington for new sales, or 
that they have caused the decline in Wellington’s 
assets in recent years. The general decline in pop- 
ularity of balanced funds such as Wellington is 
well documented. From 1960 through 1977, sales 
of balanced funds, as a percentage of all mutual 
fund sales (excluding money market funds and re- 
invested dividends), decreased from 20.2% to 
0.8pc. Thus, promotion of other funds in the com- 
plex is not harmful to Weilington. See Bloom v. 
Bradford, supra, 480 F. Supp. at 148 (‘‘[C]ompeti- 
tion within the mutual fund industry seems to be 
primarily between different mutual fund com- 
plexes, rather than individual funds within a single 
fund complex.”). 


47The beneficial effect produced by growth of the 
complex is illustrated by Wellington itself. In 1970, 
when it had net assets of about $1.4 billion, 
Wellington’s ratio of expense as a percentage of 
assets was 0.47%. In 1976, even though its net 
assets had declined to about $800 million, its ex- 
pense ratio, adjusted to reflect internalized distri- 
bution, remained almost unchanged. We agree 
with the law judge that this was undoubtedly due 
in large part to the growth of the complex, both 
through the formation of new funds and the asset 
growth of new and existing funds with which 
Wellington shared expenses. Thus Silberman’s ci- 
tation of Taussig v. Wellington Fund, Inc., 187 F. 
Supp. 179 (D. Del., 1960), aff'd, 313 F.2d 472 
(C.A. 3, 1963), is inapposite. In that action which 
sought to prevent an affiliated fund from using the 
name “Wellington,” the court held such use imper- 
missible since it was not accompanied by any ben- 
efit to Wellington. 
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As indicated above, asset growth produces two 
types of economies of scale. Some economies 
only benefit the fund whose shares are being sold, 
while others also benefit all the other funds in the 
complex. The economies are achieved by reduc- 
ing per-share expense in each of the three follow- 
ing categories. 


(a) In every fund’s investment advisory contract, 
the fee schedule contains breakpoints, i.e., 
amounts of assets above which the rate charged 
by the adviser (a percentage of such assets) de- 
clines. Hence, as a breakpoint is reached, the in- 
cremental advisory fee is reduced. When spread 
throughout the entire asset base, such reductions 
reduce the expense per share for all shareholders 
of that fund. 


(b) Each fund incurs certain fixed or relatively 
fixed expenses, such as taxes and charges for 
custodial and audit services, for which it is solely 
responsible. With any increase in its net assets, 
the expense attributable to each share declines, 
benefiting every shareholder of that fund. 


(c) There are certain expenses, such as executive 
salaries, overhead, and administrative expenses 
associated with distribution, which are shared by 
all of the Funds on the basis of relative net assets. 
There are also transfer costs that are shared by all 
Funds on the basis of relative shareholder ac- 
counts. Since these expenses are also relatively 
fixed, any increase in the total assets of the entire 
complex will reduce such expenses on a per-share 
basis for shareholders of every fund in the com- 
plex, no matter which funds’ sales have contrib- 
uted to asset growth.*® 


Applicants submitted tabulations designed to show 
the extent of per-share expense reductions attrib- 





48Silberman points out that, because of its low 
sales, the benefits received by Wellington from the 
first two categories are insubstantial. However, the 
VMF recognizes the fact that a fund with higher 
sales receives larger benefits from economies of 
scale. Thus, only half of each fund’s contribution is 
based on relative net assets, while the other half is 
based on sales. 
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utable to promotional expenditures.*9 Based on 
actual 1978 sales and projected sales in 1979, ev- 
ery fund except one®° realized per-share expense 
reductions, which produced total savings during 
the period of over $1.1 milion. Silberman points 
out that these savings are less than the Funds’ to- 
tal cost for distribution functions, and asserts that 
Wellington’s shortfall is particularly severe. 


Wellington’s approximate savings from economies 
of scale during 1978 and 1979 were $102,000 and 
$141,000, respecively. Its contributions under the 
VMF would have been $271,000 and $274,000. 
Thus, Wellington’s respective savings would have 
been 38% and 51% of costs.5' However, the fact 
that the savings would have been less than 100% 
of distribution costs is not determinative. Econo- 
mies of scale are only one aspect of the proposed 
plan’s benefits.5* Moreover, as the law judge 





49We agree with the law judge that applicants’ es- 
timates are “at best imprecise” because of the ne- 
cessity of making certain assumptions and projec- 
tions. And we recognize that many of the figures 
used by applicants represent conditions at year- 
end rather than the average for the entire year. 
Nonetheless, we find, as did the law judge, that 
the assumptions made are not unreasonable and 
that the estimates are a useful guide. 


5°The per-share expense of one fund remained 
constant at 0.80% of assets by agreement with 
WMC. 


51Our review of the record reveals some discrep- 
ancy in the amount that each fund would have 
been assessed in 1978 under the VMF. One ex- 
hibit computes that amount as $271,000 for 
Wellington. The law judge and all parties use this 
figure in dealing with the above analysis. Howev- 
er, another exhibit shows that the 1978 assess- 
ment against Wellington would have been approxi- 
mately $236,000. The law judge and applicants 
use the latter figure in other areas of discussion. If 
the second figure is correct, Wellington's 1978 
savings would have been approximately 44% of its 
cost. 


52As noted earlier, the advisory fee reductions 
which followed the implementation of internaliza- 
tion more than offset the distribution expenses as- 
sumed by each fund. 
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found, the savings realized from sales during the 
years cited can be expected to increase as new 
assets continue to absorb a proportion of ex- 
penses in future years.5? 


Unquestionably, the magnitude of economics of 
scale resulting from new sales is significantly af- 
fected by the durability of the new assets. We con- 
cur with the law judge that there is “simply no reli- 
able data concerning the durability of assets” 
produced by sales of two funds ‘which have [re- 
cently] assumed vastly more important positions in 
the complex, in terms of sales and assets.”54 Nor 
is there sufficient evidence for concluding that 
past or present redemption rates are indicative of 
future rates for any of the Funds, let alone for 
those shares purchased in 1978 and 1979. Even 
assuming otherwise,°> the record does not clearly 





531n support of his claim that, over the long term, 
Wellington will not receive adequate per-share ex- 
pense reductions compared to its distribution pay- 
ments and the savings achieved by other funds, 
Silberman appends to his brief numerous charts 
which purport to show the ten-year rate of return 
on the money which each fund would have con- 
tributed to distribution expenses in 1978 and 1979 
under the VMF. However, Silberman failed to pro- 
duce any witness to testify and be cross-examined 
with respect to his analysis. This is particularly 
troubling since his tables are based on assump- 
tions, lacking any adequate basis in the record, 
concerning the rates at which shares purchased in 
a given year will be redeemed in successive 
years. See n. 58, infra. 


54These funds, Warwick and Whitehall, stress the 
ease with which their shareholders can withdraw 
their assets, including withdrawal by check. Thus, 
their assets have been withdrawn and reinvested 
with a frequency uncommon to other funds. It was 
due to the lack of reliable data concerning the re- 
demption rate of these two funds that the law 
judge rejected applicants’ exhibits purporting to 
show long-term savings from economies of scale. 


55 There is testimony in the record that ‘“[a]s a fund 
reaches significant asset size over time, it is sub- 
ject to a relatively predictable rate of share re- 
demptions.” 
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establish the historical redemption rates of the 
Funds.5& 


While reliable evidence concerning durability 
would be very helpful, its absence does not re- 
quire us to find, as asserted by Silberman, that 
there will be no future savings or that savings will 
be apportioned unfairly.5”? As the law judge notes, 
except in the very unlikely circumstance of an im- 
mediate 100% redemption of the shares sold dur- 
ing a given year, there will be some future per- 
share savings from all new assets. 


Applicants placed computations in evidence which 
treat promotional expenditures as “investments” 
and estimate the amount of that “investment” 
which a fund would “recover” in the form of ex- 
pense reductions in a given year. Such compari- 
sons of “rates of return” are useful in analyzing 
the relative benefits accruing to each fund from 
economies of scale. For example, Wellington’s 
38% return for 1978 was the lowest of any fund. 
By way of contrast, Warwick Municipal Bond Fund 
had a return of 158%, the highest of any fund. 
However, as the assets of Warwick, a small but 
rapidly growing fund, increase, its share of mar- 
keting expenses will increase faster than its econ- 
omies of scale, thereby decreasing its rate of re- 


turn. The converse is true of Wellington, a large 
fund with stable or declining assets. Thus Well- 
ington’s and Warwick’s projected rates of return 
under the VMF for 1979 were nearly identi- 
cal—51% and 52%, respectively. 


This example demonstrates a very significant 
point—while at any given time there may be a 
wide variation in the various funds’ rates of return, 
over a long period of time the self-adjustive nature 





56Most of the redemption rates used by Silberman 
were taken from an exhibit which the law judge ex- 
cluded from evidence as too speculative. For the 
same reason, we cannot accept similar analyses 
by Silberman. 


57 Silberman asserts that an adverse inference 
should be drawn against applicants for their failure 
to calculate future savings despite having “the rel- 
evant data” and means of analyzing it at their dis- 
posal. On the contrary, the record clearly shows 
tht neither applicants nor anyone elise has reliable 
data concerning future redemption rates. 
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of the system tends to equalize benefits. Thus a 
fund with disproportionately high sales and 
growing assets, such as Warwick, will assume an 
increasing share of expenses, while a fund with 
relatively low sales and decreasing assets, such 
as Wellington, will pay a decreasing share of such 
costs.5® 


3. The 125% Limitation 


Because the relative benefits that will accrue to 
the various Funds tend towards parity, we reject 
Silberman’s claim that the VMF’s 125% expense 
limit is unfair to funds such as Wellington. The 
stated purpose of the limit is to hold down assess- 
ments against relatively new but fast-growing 
funds such as Whitehall Money Market Trust and 
Warwick. Because these funds’ net assets are rel- 
atively small, the large assessments otherwise 
mandated by the VMF would significantly raise 
their per-share expense ratios. This would cause 
these funds to be saddled immediately with a com- 
petitive disadvantage vis-a-vis similarly-oriented 
but longer-established funds in other complexes.5? 
We concur with the law judge that the 125% limit 
is justified in order to preserve the ability of the 
Vanguard complex to form new funds when appro- 
priate.©° As a new fund continues to grow, it will 
assume an ever-increasing share of distribution 





58Silberman asserts that this self-adjustive as- 
pect of the VMF is merely a “self-fulfilling prophe- 
cy” resulting from the “fundamental distortion” in- 
herent in the fact that applicants’ calculations are 
based on assets as of the end of the year rather 
than reflecting actual assets over the course of the 
year. Nevertheless, although applicants’ analysis 
may lack precision, it clearly reflects the direction 
in which a fund’s rate of return is moving. This is 
especially true for funds such as Wellington, which 
has had consistently declining assets, and War- 
wick, whose assets have been consistently rising. 


52Qne director testified that low expense ratios 
are ‘‘a tremendous sales tool.” 


69We note that the approval of two-thirds of the 
independent directors would be required for the 
Vanguard Group to form any new fund, and that 
not more than $50,000 could be spent to organize 
it. We further note that the benefits of economies 
of scale would not have accrued to Wellington had 
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costs, and the protection of the 125% limit, which 
is based in part on the amount of each fund’s as- 
sets, will be eliminated. 


We note that, despite the 125% cap, implementa- 
tion of the proposed plan would have resulted in 
nine of the funds having better expense ratios for 
1977! than the average ratio of competitive funds 
of comparable size. And, with one exception, 
Wellington's expense ratio advantage of 22% 
would have been the largest of any of the Funds. 


4. Disparity of Impact on Shareholders who have 
Paid a Sales Load 


We recognize, as noted by Silberman, that 
internalization of distribution creates a disparate 
impact upon those Fund investors who purchased 
shares prior to February 1977, when Fund sales 
loads were eliminated, and those who made pur- 
chases thereafter. The former had to bear a signif- 
icant part of their own distribution costs by paying 
a sales load at the time of their purchases.®* With 
the elimination of the sales load and internaliza- 
tion of distribution, these shareholders will now 
have to bear some of the cost of future sales. Al- 
though this may appear unfair, the elimination of 
the sales load is nevertheless in the best interests 


of all Fund shareholders. Because of increasing 
investor resistance to sales commissions,® failure 
to eliminate this charge would tend to dampen fu- 





its investment adviser not been able years earlier 
to promote many new funds. To maintian and en- 
hance these benefits, it is clear that Vanguard 
must maintain the capability of creating and 
promoting more new funds, should that need 
arise, to meet the changing demands of investors. 


61This was the more recent year for which sta- 
tistics concerning competitive funds were availa- 
ble at the time of the supplemental hearings. 


62 As noted earlier, in the years just prior to our 
interim order approving internalization, WMC was 
absorbing a part of the Funds’ distribution ex- 
penses. 


63See Report on Mutual Fund Distribution and 
Section 22(d) of the Investment Company Act, su- 
pra, at 19-22. 
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ture sales of all Fund shares.® This, in turn, would 
lessen the Funds’ ability to maintain or increase 
diversification, and to achieve the benefits of 
economies of scale. Thus, the admitted disparity 
resulting from elimination of the sales load is suffi- 
ciently outweighed by the benefits that will accrue 
to all Fund shareholders. We note that, in Septem- 
ber 1977, the vast majority of those shareholders, 
most of whom had already paid a sales load, voted 
to approve the Funds’ proposed arrangement.®5 


5. Conclusions as to Fairness 


We recognize that the VMF does not apportion 
distribution costs in precisely the same ratio that 
each fund benefits from the proposed distribution 
arrangement. However, for the reasons stated 
above, we agree with the law judge that the allo- 
cation of costs in relation to benefits among each 
of the various Funds falls within a reasonable 
range of fairness. 


Accordingly, pursuant to Section 17(d) of the Act 
and Rule 17d-1 thereunder, we deem it appropri- 
ate to approve the application before us. 


IV. SILBERMAN’S PROPOSED CONDITIONS 


Silberman urges that, if we decide to grant the 
pending application, we should impose the condi- 
tions discussed below. 





64For the period 1974-1976, the Vanguard 
Group averaged annual sales of $59.5 million. 
Sales commissions were eliminated on February 
9, 1977. Sales thereupon increased to $93.4 mil- 
lion in 1977 and $211.4 million in 1978. 


65We do not agree, as argued by Silberman, 
that the assessment of additional expenses 
against the assets of those who have already paid 
a sales load “constitutes a breach of contract and 
of the understanding” upon which they purchased 
their shares. The Wellington prospectus on which 
Silberman relies for this proposition in no way rep- 
resents that the fund cannot or will not at some fu- 
ture time alter the way in which distribution ex- 
penses are paid, or precludes the internalization of 
those expenses. 
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A. Reduction of the 0.2% Spending Limit 


One of the conditions imposed by the law judge 
was a limitation on each fund’s annual marketing 
expense to 0.2% of its average month-end net as- 
sets. Silberman argues that this limit is too high 
since it would assertedly allow expenditures far in 
excess of the savings that the Funds would re- 
ceive from the proposed arrangement. He sug- 
gests that each fund’s assessment for distribution 
costs be limited either to the actual savings it real- 
izes from the reduction in its advisory fees or, 
alternatively, to 0.1% of its average month-end net 
assets. We find both these alternatives unwar- 
ranted. 


Limiting spending to the amount of savings in ad- 
visory fees would ignore the other benefits each 
fund will receive from applicants’ proposal. More- 
over, such savings would be difficult, if not impos- 
sible, to calculate for new funds in the complex, 
organized subsequent to the internalization of dis- 
tribution expenses. In addition, such a limitation 
would unduly restrict the flexibility of the Funds’ di- 
rectors to react to unforeseen circumstances, 
where a fund’s best interests may require that its 
promotional expenditures exceed the advisory 
savings it has obtained. 


Reducing the spending limit to 0% would similarly 
place an undue restriction on the directors’ ability 
to react to future circuxtances, especially in light of 
the fact that competing funds are not subject to 
any such limitation. Moreover, the directors have 
indicated that they do not intend to assess costs in 
excess of 0.1% of assets, and that they wish to re- 
tain the higher limit simply to enable them to deal 
with any contingencies that might arise. We note 
that, under our initial interim order, expenditures 
were well below 0.1%.® In any event, as more ful- 





66 Expenditures in 1978, based on average as- 
sets, were 0.052% of such assets, while the pro- 
jected figure for 1979 was 0.062% of average as- 
sets. These figures compare very favorably with 
expenditures made by WMC while it was still han- 
dling the Funds’ distribution. For instance, in 1975, 
WMC’s approximate distribution costs were 
$2,525,000. Of that amount, about $2,112,000 
was not covered by commission income and ap- 
parently had to be paid from advisory fees. Based 
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ly discussed below, ® each fund must disclose all 
material aspects of its distribution expenses pur- 
suant to our recent amendment of the form which 
prescribes the information that must be contained 
in the registration statements of open-end man- 
agement investment companies.®® We shall, there- 
fore, adopt the law judge’s condition respecting 
the 0.2% limitation. 


B. Limiting the Promotional Expenses of Certain 
Funds 


Silberman argues that, even assuming that the 
125% cap benefits all of the Funds by promoting 
growth, funds such as Wellington should not have 
to subsidize new funds for an unlimited period of 
time in the event that continued promotion of a 
new fund fails to attract sufficient new assets to 
create corresponding savings. Thus he proposes 
that we impose a limitation to assure that the ex- 
pense of promoting a new fund during a fixed peri- 
od of time does not exceed that fund’s contribu- 
tions by more than a given percentage.®? 


We think this proposal unwise. The extent to which 
each fund is promoted should be based on the di- 


FOOTNOTE, Continued 





on aggregate Fund assets of $1.457 billion at the 
beginning of 1975, WMC’s total expenditure was 
about 0.17% of the Funds’ assets, and the ex- 
pense not covered by commission income, 
0.145%. The respective costs that would have 
been assessed against Wellington in 1978 and 
1979 under the VMF would have been only 
0.037% and 0.048% of its assets, by far the lowest 
of any fund. 


67 See the discussion in Section IV, D, infra. 


68See Form N-1, Item 9, as amended. Invest- 
ment Company Act Release No. 11414, supra, 21 
SEC Docket at 338. 


69He cites as a possible condition a requirement 
that after a fund has been offered for more than 
five years, no further expenses will be paid for its 
promotion if, during the five-year period, the total 
marketing expenses for that fund are more than 
1% times its contributions under the VMF. 
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rectors’ best business judgment. There is no sup- 
port in the record for Silberman’s fear that the di- 
rectors would continue to spend promotional 
resources for certain funds “without any reasona- 
ble likelihood that commensurate benefits will ever 
be received in return.” The Funds’ directors would 
violate their fiduciary duty by engaging in any such 
conduct. In any event, as previously noted, the 
promotional expenditures for each fund will be dis- 
closed in its registration statement. 


C. Retroactive Application of the VMF 


Silberman urges that, if we approve applicants’ 
proposal, we should require that the VMF be ap- 
plied retroactively to October 1, 1977, when, pur- 
suant to our initial interim order, applicants were 
first allowed to internalize distribution. From that 
date through the end of 1979, costs were allocated 
solely on the basis of relative net assets, as appli- 
cants initially proposed. Had the VMF been in ef- 
fect during this period, several funds, including 
Wellington, would have paid less for distribution 
expenses. 


We do not think that the suggested condition 
should be imposed. In fairness of the allocation 
formula that the Funds put into effect in accord- 
ance with our initial interim order is not before us. 
Moreover, we think it clear that all of the Funds 
benefited from the internalization of distribution 
expenses pursuant to that order. Thus we consid- 
er it inappropriate to condition approval of the 
Funds’ present proposal on Silberman’s sug- 
gested readjustment. 


D. Additional Directors 


The law judge conditioned his approval of appli- 
cants’ proposal by requiring that the Funds’ direct- 
ors make an annual review of the propriety of each 
fund’s continued participation in the internalized 
distribution program. Silberman points to the fact 
that the Funds have identical boards and asserts 
that, in the absence of directors with undivided 
loyalty to each individual fund, their evaluations 
“would not have the slightest semblance of integri- 
ty.” He argues that we should condition our ap- 
proval on each fund having at least some directors 
who are in no way connected with Marketing, VGI 
or any other fund. 
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We recognize, as did the law judge, that due to the 
large number of funds, each with different charac- 
teristics, it is very difficult for the directors to avoid 
thinking in complex-wide terms on matters such as 
distribution arrangements. Because of shared 
costs and personnel, the more funds that are in- 
volved in internalized distribution, the more effi- 
cient the operation is for all.”° Thus there may be a 
conflict between the interests of a particular fund, 
which would be better served by dropping out of 
the distribution arrangement, and the interests of 
other funds, to which that defection would be detri- 
mental. 


As noted above, we have recently adopted Rule 
12b-1 under the Act which, under stated condi- 
tions, permits the use of a fund’s assets to finance 
the distribution of its shares. We also amended 
Form N-1, the registration statement for open-end 
management investment companies, to require 
disclosure with respect to such distribution ex- 
penses.’”' These provisions apply to every fund 
that pays for distribution costs, including funds 
such as applicants that are part of a complex that 
apportions those expenses. 72 


Under the rule, the board of each fund is required 
to approve a written plan for the proposed financ- 
ing of distribution costs. At least annually, the 
board must determine whether or not to continue 
the fund’s participation in the plan. The directors 
may only approve such a continuation if they con- 
clude, in the exercise of reasonable business 
judgment and in light of their fiduciary duties, that 
there is a reasonable likelihood that the plan’s 
continuation will benefit the fund and its share- 
holders. In performing this function, the directors 
are specifically required to request and evaluate 
such information as may be reasonably necessary 





70 Applicants have asserted that one of their pri- 
mary objectives is to achieve economies of scale 
“through the joint sharing by the Funds of the rela- 
tively fixed costs involved in .. . distribution activi- 
ties.” 


71Investment Company Act Release No. 11414, 
supra, 21 SEC Docket at 336, 338. 


72The fact that Rule 17d-3 does not apply to ap- 
plicants’ arrangement does not affect the applica- 
bility of Rule 12b-1. 
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to make an informed determination, and to give 
appropriate weight to all pertinent factors. In addi- 
tion, minutes describing the factors considered 
and the basis for the board’s decision must be 
kept and preserved for at least six years. Finally, 
each fund is required to report annually in its 
amended registration statement the benefits, if 
any, resulting from such plan, the amounts paid by 
the fund under the plan, and the manner in which 
those amounts were spent.’ 


We consider that the above provisions provide ad- 
equate protection each fund against possible con- 
flicts of interest arising from the fact that the 
Funds have identical boards of directors. The re- 
view process focuses the directors’ attention on 
the best interests of each fund. The recordkeeping 
and reporting requirements make the directors’ 
decisions available for appropriate scrutiny. 


V. ANCILLARY EXEMPTIONS 


By virtue of serving as directors of Marketing, the 
Fund’s principal underwriter, the Funds’ directors 
are “interested persons” of the Funds as defined 
in the Act.74 


Thus, absent exemptions from the Act, applicants 
would be unable to comply with the Act’s provi- 





73See Form N-1, Item 9. In addition, this item 
requires disclosure of all “material aspects” of dis- 
tribution expenses incurred by each fund. In con- 
nection with a joint arrangement, such as that pro- 
posed by applicants, this would at least require 
that each fund disclose the total annual marketing 
expenses incurred by all funds participating in the 
arrangement; the expenses borne by and the ex- 
penditures made on behalf of each such fund; and 
each participating fund’s net assets as of the be- 
ginning and end of the year in question. 


74Section 2(a) (19) of the Act, in pertinent part, 
defines an “interested person” of an investment 
company to include any “interested person” of 
such company’s principal underwriter. It further 
defines an “interested person” of a company’s 
principal underwriter to include any affiliated per- 
son of such underwriter. Section 2(a) (3) defines 
an affiliated person of another person to include 
any director of such other person. 
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sions requiring that no more than 60% of a fund’s 
board members be “interested persons” of the 
fund, that a fund may not use any company as 
principal underwriter unless a majority of the 
fund’s board of directors are not “interested per- 
sons” of that company, and that all principal un- 
derwriting contracts must be approved by a major- 
ity of directors who are not “interested persons” of 
the underwriter.7> Pursuant to Section 6(c) of the 
Act,’® the law judge exempted applicants’ direct- 
ors from the Act's definition of ‘interested person” 
to the extent that such status would arise solely by 
reason of their positions as directors of Marketing. 


Silberman argues that, because applicants’ plan 
creates a utuation assertedly rife with conflicts of 
interest, there is no basis for emasculating ex- 
isting safeguards mandated by the Act which are 
the minimal protections warranted under the cir- 
cumstances. We do not perceive the exemption 
granted by the law judge as having that effect. 


The Funds’ directors have no pecuniary interest in 
Marketing or any other interest therein that would 
affect their ability to act independently on behalf of 
the Funds.’”? Marketing is a non-profit service 
company wholly owned by the Funds. Thus, the 
relationship between the Funds and Marketing is 
entirely different from that between other invest- 
ment companies and their independent principal 
underwriters. Since the interests of Marketing are 
allied with those of the Funds, there is no conflict 





75Sections 10(a), 10(b) (2) and 15(c) of the Act. 


76 Section 6(c) of the Act provides, in pertinent 
part, that the Commission may, upon application, 
conditionally or unconditionally exempt any per- 
son, or any class or classes of persons, from any 
provisions of the Act or any rule thereunder, “if 
and to the extent that such exemption is necessa- 
ry or appropriate in the public interest and consist- 
ent with the protection of investors and the pur- 
poses fairly intended by the policy and provisions 
of [the Act.]” 


77Silberman argues that while the directors have 
no direct ownership interest in VGI or Marketing, 
“they do have an interest in the substantial 
salaries they are paid....” We note that the di- 
rectors receive no salary from VGI and there is no 
evidence that they receive any from Marketing. 
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of interest arising from the fact that the Funds’ di- 
rectors also serve as directors of Marketing. 


We accordingly find that the exemption granted by 
the law judge from Section 2(a)(19) of the Act is 
appropriate in the public interest and consistent 
with the protection of investors and the purposes 
intended by the Act.78 


VI. DESIGNATION OF FUNDS AS “NO LOAD” 


One of the conditions imposed in our initial interim 
order was that applicants could not characterize 
themselves as no-load funds, and the law judge 
adopted this condition. In doing so, he cited this 
Commission's 1978 statement that “at the present 
time” no-load or equivalent terminology should not 
be used to characterize a fund whose shares are 
sold without a sales load at the time of purchase 
but which uses assets to pay for distribution.’9 
However, we also stated that we “would give fur- 
ther consideration to this issue in connection with 
the specific Vanguard application.’’®° 


Applicants argue that there is no justifiable basis 
for prohibiting their use of no-load terminology. 
They point out that the term ‘no load” is not de- 
fined in the Act, and assert that it is simply a de- 
scriptive term used in the marketing of mutual 
funds to indicate that there is no “front-end” de- 
duction from the sales proceeds. 


It is true that the Act does not define the term “no- 
load.” It does, however, define the term ‘sales 
load” as 





78No exception was taken to the law judge’s 
grant of additional exemptive relief under Sections 
6(c) and 17(b) of the Act from the provisions of 


Sections 2(a) (35), 
2a—4 and 22c-1. 


17(a) and 22(c), and Rules 


73Investment Company Act Release No. 10252 
(May 23, 1978), 14 SEC Docket 1203, 1208-1209. 
That order permitted a fund to state that it charged 
no sales commission, but required it to make clear 
that shareholders would pay for distribution by 
means of charges against the fund’s assets. 


80/q. at 1209. 
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“the difference between the price of a 
security to the public and that portion of 
the proceeds from its sale which is re- 
ceived and invested or held for invest- 
ment by the issuer .. ., less any portion 
of such difference deducted for trustee’s 
or custodian’s fees, insurance premi- 
ums, issue taxes, or administrative ex- 
penses or fees which are not properly 
chargeable to sales or promotional ac- 
tivity.”®" 


It is clear that a purchaser of Fund shares will not 
pay any sales commission at the time of his pur- 
chase or thereafter. Subsequently, however, 
regular assessments will be made against Fund 
assets to meet distribution expenses. 


Our Division of Investment Management advances 
two reasons for prohibiting the Funds’ use of no- 
load terminology. First, the Divsion asserts that 
the Act’s definition of sales load “may include, at 
least by its intent, the distribution charges pro- 
posed by Applicants.” However, the Act itself rec- 
ognizes that there is a difference between a sales 
load and the distribution charges that applicants 
propose. Section 10(d) provides that the exemp- 
tions which that provision permits may be utilized 
only if “(3) no sales load is charged” and ‘(5) no 
sales or promotional expenses are incurred by 
such registered investment company ... .’’89 





81 Section 2(a) (35). 


82The usual assessment imposed by funds 
charging a sales load amounts to 8.5% of the total 
purchase price, which equals 9.3% of the net 
amount actually invested at the time of purchase. 
Public Policy Implications of Investment Compa- 
ny Growth, H.R. Rep. No. 2337, 89th Cong., 2d 
Sess. at 9 (1966). This was the precise amount 
that all but one Fund charged for purchases under 
$10,000 prior to the internalization of distribution. 


83Indeed, we implicitly recognized that the use 
of assets for distribution expenses does not con- 
stitute a sales load, stating that: 


“[A]t the present time ... the term ‘no- 
load’ or equivalent terminology should 
not be used to characterize a fund 
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Secondly, the Division contends that the term ‘“‘no- 
load” has a special significance in the marketplace 
that should preclude its usage under present cir- 
cumstances. Historically, the absence of a sales 
load and our traditional position that funds could 
not directly or indirectly bear distribution expenses 
necessarily meant to a purchaser of shares in a 
“no-load” fund that none of his investment would 
be used at any time for distribution expenses. 


This Commission has previously drawn a distinc- 
tion between the indirect use of fund assets, when 
an allowance is made in the advisory fee to fi- 
nance marketing costs, and instances where an 
adviser reinvests profits derived from advisory 
services to develop business through promoting 
the sale of fund shares.® In this regard, we have 
recognized that profits are the adviser’s to use as 
it sees fit. Applicants and some commentators 8 
have suggested, however, that shareholders of 
no-load funds have in fact long been indirectly as- 
sessed distribution expenses in cases where the 
investment adviser has used a portion of its advi- 
sory fee to pay for marketing costs. With our re- 
cent adoption of Rule 12b-1 permitting funds to 
use fund assets to pay distribution expenses di- 
rectly, investors may no longer assume that fund 
assets will not be used to promote the sale of no- 
load fund shares. Because of this shift in mutual 
fund practices, we intend to examine in a future re- 
lease the application of “no-load” terminology to 
funds and fund complexes bearing distribution ex- 
penses. 


Nevertheless, at this time, we have determined to 
permit applicants to use the term “no-load.” More- 





whose shares are sold without a sales 
load at the time of purchase but which 
uses its assets to pay for distribution.” 
Investment Company Act Release No. 
10252, supra, 14 SEC Docket at 
1208-1209 (emphasis added). 


84Investment Company Act Release No. 10862, 
supra, 18 SEC Docket at 278, Investment Compa- 
ny Act Release No. 11414, supra, 21 SEC Docket 
at 333. 


85see, e.g., Freeman, The Use of Mutual Fund 
Assets to Pay Marketing Costs, 9 Loy, U.L.J. 533, 
536-37 (1978). 
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over, no-load funds that elect to use fund assets to 
finance the costs of distribution in compliance with 
Rule 12b-1 may continue to use that term. Of 
course, if a fund elects to bear distribution ex- 
penses, it will be required to make appropriate dis- 
closure about future assessments against fund as- 
sets. 


Vil. CONCLUSIONS 


In sum, we have reached the following conclu- 
sions concerning applicants’ proposed joint 
arrangement to internalize the distribution of their 
continuously offered shares. 


Applicants’ joint distribution arrangement is con- 
sistent with the provisions, policies and purposes 
of the Act. The proposed plan actuaily furthers the 
Act's objectives by ensuring that the Funds’ direct- 
ors, with more specific information at their dispos- 
al concerning the cost and performance of each 
service rendered to the Funds, are better able to 
evaluate the quality of those services. Moreover, 
applicants’ proposal will foster improved disclo- 
sure to shareholders, enabling them to make a 
more informed judgment as to the Funds’ opera- 
tions. In addition, the plan clearly enhances the 
Funds’ independence, permitting them to change 
investment advisers more readily as conditions 
may dictate. 


The proposed plan also benefits each fund within 
a reasonable range of fairness. Specifically, the 
plan promotes a healthy and viable mutual fund 
complex within which each fund can better pros- 
per; enables the Funds to realize substantial sav- 
ings from advisory fee reductions; promotes sav- 
ings from economies of scale; and provides the 
Funds with direct and conflict-free control over dis- 
tribution functions. 


We have also found that the 0.2% spending limit is 
a necessary and proper condition for the adequate 
protection of each fund’s shareholders, but that 
there is no valid basis for continuing to prohibit the 
Funds from using “no-load” terminology. In addi- 
tion, we have noted that additional protections for 
the Funds’ shareholders are provided in Rule 
12b-1 and the amended Form N-1. 


Accordingly, we deem it appropriate to grant the 
application before us, together with the exemp- 
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tions sought by applicants, subject to the condi- 
tions set forth in our order. 


An appropriate order will issue. 


By the Commission (Chairman WILLIAMS and 
Commissioners LOOMIS, EVANS, FRIEDMAN 
and THOMAS). 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11645 / February 25, 1981 


Admin. Proc. File No. 3-5281 
In the Matter of 


THE VANGUARD GROUP, INC. 
Valley Forge, Pennylvania 


WELLINGTON FUND, INC. 

WINDSOR FUND, INC. 

IVEST FUND, INC. 

WELLESLEY INCOME FUND, INC. 

W. L. MORGAN GROWTH FUND, INC. 
GEMINI FUND, INC. 

WESTMINSTER BOND FUND, INC. 
EXPLORER FUND, INC. 

WHITEHALL MONEY MARKET TRUST 
WARWICK MUNICIPAL BOND FUND, INC. 
QUALIFIED DIVIDEND PORTFOLIO, INC. 
QUALIFIED DIVIDEND PORTFOLIO Il, INC. 
FIRST INDEX INVESTMENT TRUST 


(812-4094) 
ORDER ON APPLICATION 


On the basis of the Commission’s opinion issued 
this day, it is 


ORDERED that the amended application of the 
above-captioned applicants pursuant to Section 
17(d) of the Investment Company Act and Rule 
17d-1 thereunder, and their requested exemp- 
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tions pursuant to Sections 6(c) and 17(b) of the 
Act, are hereby granted subject to the following 
conditions: 


1. Gemini, Fund, Inc. shall remain a participant in 
the marketing expense allocation based on the 
Vanguard Modified Formula; 


2. No Vanguard fund may incur annual marketing 
expenses in excess of 0.2% of its average month- 
end net assets; and 


3. This order is subject to pre-emption by any 
Commission determination on the general subject 
of mutual fund distribution, and to termination or 
modification consistent with any rules that may be 
adopted hereafter by the Commission. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 


Release No. 11646/February 25, 1981 


SEE 


SECURITIES ACT OF 1933 

Release No. 6293/February 25, 1981 
INVESTMENT COMPANY ACT OF 1940 
Release No. 11647/February 25, 1981 


In the Matter of 


SENTINEL GROUP FUNDS, INC. 
One Exchange Place 
Jersey City, New Jersey 07302 


and 
SENTINEL ADVISORS, INC. 
EQUITY SERVICES, INC. 
National Life Drive 


Montpelier, Vermont 05602 


(812-4681) 
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ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT GRANTING AN EXEMPTION FROM THE 
PROVISIONS OF SECTION 22(d) OF THE ACT 
AND RULE 22d-THEREUNDER 


On January 16, 1981, a notice was issued (Invest- 
ment Company Act Release No. 11569) of an ap- 
plication filed on May 15, 1980, and an amend- 
ment thereto on December 22, 1980, by Sentinel 
Group Funds, Inc. (“Funds”), a series company 
which is registered under the Investment Compa- 
ny Act of 1940 (‘Act’) as an open-end, diversified, 
management investment company, Sentinel Ad- 
visors, Inc., and Equity Services, Inc. (collectively, 
“Applicants”), requesting an order of the Commis- 
sion pursuant to Section 6(c) of the Act exempting 
Applicants from the provisions of Section 22(d) of 
the Act and Rule 22d-1 thereunder to the extent 
necessary to permit sales of Funds’ common stock 
series at net asset value without imposition of a 
sales load to the trustees of a tax qualified em- 
ployee benefit plan for employees of certain affili- 
ated persons of Applicants. 


The notice gave interested persons an opportunity 
to request a hearing, and stated that an order 
disposing of the application would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a hearing has been filed and the Com- 
mission has not ordered a hearing. 


The matter has been considered, and it is found 
that the granting of the requested exemption is ap- 
propriate in the public interest and consistent with 
the protection of investors and the purposes fairly 
intended by the policy and provisions of the Act. 
Accordingly, 


IT IS ORDERED, pursuant to Section 6(c) of the 
Act, that the application for exemption from the 
provisions of Section 22(d) of the Act and Rule 
22d-1 thereunder, to the extent requested, be, 
and hereby is, granted, effective forthwith. 


For the Commission by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11648/February 25, 1981 


In the Matter of 


MARINER FUND, INC. 
10000 Imperial Highway A207 
Downey, California 92032 


(811-2695) 


ORDER PURSUANT TO SECTION 8(f) OF THE 
ACT DECLARING THAT APPLICANT HAS 
CEASED TO BE AN INVESTMENT COMPANY 


On January 15, 1981, a notice was issued (Invest- 
ment Company Act Release No. 11559) of an ap- 
plication filed by Mariner Fund, Inc. (‘Applicant’), 
which is registered under the Investment Compa- 
ny Act of 1940 (‘Act’) as an open-end, diversified, 
management investment company, requesting an 
order of the Commission pursuant to Section 8(f) 
of the Act, declaring that Applicant has ceased to 
be an investment company as defined by the Act. 


The notice gave interested persons an opportunity 
to request a hearing and stated that an order 
disposing of the application would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a hearing has been filed, and the Com- 
mission has not ordered a hearing. 


The matter has been considered, and it is found 
that Applicant has ceased to be an investment 
company as defined by the Act. Accordingly, 


IT 1S ORDERED, pursuant to Section 8(f) of the 
Act, that the registration under the Act of Mariner 
Fund, Inc., shall forthwith cease to be in effect. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11649/February 25, 1981 


In the Matter of 


THE AUSTRALIAN INDUSTRY DEVELOPMENT 
CORPORATION 

% Richard D. Spizzirri, Esq. 

Davis, Polk & Wardwell 

One Chase Manhattan Plaza 

New York, New York 10005 


(812-4721) 


ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT EXEMPTING APPLICANT FROM ALL PRO- 
VISIONS OF THE ACT. 


The Australian Industry Development Corporation 
(“Applicant”), a wholly-owned statutory corpora- 
tion of the Commonwealth of Australia established 
for the purpose of providing a source of funds to 
promote the development of industrial and re- 
source development projects in Australia, filed an 
application on August 26, 1980, and an amend- 
ment thereto on December 12, 1980, for an order 
of the Commission pursuant to Section 6(c) of the 
Investment Company Act of 1940 (‘Act’) condi- 
tionally exempting Applicant from all provisions of 
the Act. 


On January 23, 1981, a notice was issued (Invest- 
ment Company Act Release No. 11582) of the fil- 
ing of the application. The notice gave interested 
persons an opportunity to request a hearing and 
stated that an order disposing of the application 
would be issued as of course unless a hearing 
should be ordered. No request for a hearing has 
been filed, and the Commission has not ordered a 
hearing. 


The matter having been considered, it is found 
that the granting of the requested exemption is ap- 
propriate in the public interest and consistent with 
the protection of investors and the purposes fairly 
intended by the policy and provisions of the Act. 
Accordingly, 


IT IS ORDERED, pursuant to Section 6(c) of the 
Act, that the application for exemption from all pro- 
visions of the Act is granted, effective forthwith, 
subject to the condition that Applicant comply with 
the following undertakings which it has made: (1) 
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Applicant will ensure that each commercial paper 
dealer through whom it will offer its commercial 
paper notes (“Notes”) for sale will provide each 
offense of the notes, prior to the sale of any note 
to such offeree, with a memorandum describing 
Applicant's business and including the most recent 
publicly available audited financial statements of 
Applicant audited in accordance with Australian 
auditing practices; the memorandum will describe 
the material differences between Australian ac- 
counting standards applicable to Applicant and 
generally accepted accounting principles employ- 
ed by similar U.S. institutions; the memorandum 
will be at least as comprehensive as those cus- 
tomarily used in commercial paper offerings in the 
United States and will be updated periodically to 
reflect material changes in Applicant's business or 
financial condition; and (2) in any future offerings 
of Applicant’s securities in the United States, 
which will be limited to debt securities, each 
offeree, prior to any sale of such debt securities to 
the offeree, will be provided disclosure documents 
taht are at least as comprehensive in their descrip- 
tion of Applicant and its business as those cus- 
tomarily used in the United States offerings of 
such securities, and which contain the financial 
statements of Applicant. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11650/February 26, 1981 


SEE 


SECURITIES ACT OF 1933 
Release No. 6294/February 26, 1981 
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INVESTMENT ADVISERS ACT OF 1940 





INVESTMENT ADVISERS ACT OF 1940 
Release No. 750/February 20, 1981 


Performance Based Compensation of Registered 
Investment Advisers to Business Development 
Companies 


ACTION: Withdrawal of proposed rule. 


SUMMARY: The Commission is withdrawing a 
proposed rule under the Investment Advisers Act 
of 1940 which would have provided an exemption 
from the statute’s performance fee prohibition to 
permit certain registered investment advisers to 
business development companies to be compen- 
sated on the basis of a share of net capital gains 
upon, or net capital appreciation of, the funds of a 
business development company. The Congress 
has addressed the concerns which led to the rule 
proposal by its enactment of the Small Business 
Investment Incentive Act of 1980 which, among 
other things, amends the Advisers Act to permit 
certain registered investment advisers to business 
development companies to receive limited 
performance-based compensation. 


EFFECTIVE DATE: February 20, 1981. 
FOR FURTHER INFORMATION, CONTACT: 


Arthur E. Dinerman, Esq. 

Investment Advisers Act Study Group 
Division of Investment Management 
Securities and Exchange Commission 
Washington, D.C. 20549 

(292) 272-2079. 


SUPPLEMENTARY INFORMATION: The Securi- 
ties and Exchange Commission is today with- 
drawing proposed Rule 205-3 [17 CFR 
275.205-3] under the Investment Advisers Act of 
1940 (‘Advisers Act’) [15 U.S.C. 80b-1 et seq.]. 
Proposed Rule 205-31 would have exempted cer- 





1The rule proposal was published for comment in 
Investment Advisers Act Release No. 680 (June 
19, 1979); 44 FR 37470 (June 26, 1979). 
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tain registered investment advisers to business 
development companies from the performance fee 
prohibition of Section 205(1) of the Advisers Act 
[15 U.S.C. 80b-5(1)]. Section 205(1) generally 
prohibits a registered investment adviser from be- 
ing compensated on the basis of a share of capital 
gains upon, or capital appreciation of, the funds, 
or any portion of the funds, of an advisory client. 


The purpose of the proposed rule was to remove, 
in a manner consistent with investor protection, an 
impediment to the flow of capital to relatively small 
companies in the developmental stage by provid- 
ing relief from the prohibitions of Section 205(1). 
Because business development companies typi- 
cally must assume long term, illiquid positions in 
unseasoned companies, investment advisers to 
business development companies often are com- 
pensated by a performance fee arrangement. The 
Commission believed that the Advisers Act’s per- 
formance fee prohibition might have been unnec- 
essarily impeding the flow of capital to new and 
development companies insofar as (i) registered 
investment advisers might be unwilling to serve 
business development companies unless a per- 
formance fee arrangement were permitted and (ii) 
unregistered advisers to business development 
companies might be reluctant to provide their 
services under circumstances which would require 
registration and thereby subject such advisers to 
the performance fee prohibition. The Commission 
further believed that the exemptive relief proposed 
was consistent with investor protection, since it 
appeared that the practices and abuses that Sec- 
tion 205(1) was designed to prevent were unlikely 
to develop under the circumstances in which per- 
formance fees would have been paid pursuant to 
the proposed rule.2 


In response to the rule proposal, the Commission 
received a number of comments, a majority of 





2Proposed Rule 205-3 was modeled, in part, upon 
two individual exemptive orders which the Com- 
mission had granted, under Section 206A of the 
Advisers Act, to permit the payment of limited 
performance-based compensation to investment 
advisers to certain companies engaged in busi- 
ness development-type activities. See /n re 
Weiss, Peck & Greer, Investment Advisers Act Re- 
lease No. 625 (April 25, 1978); In re Foster Man- 
agement Company, Investment Advisers Act Re- 
lease No. 651 (November 28, 1978). 
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which, although supportive of the Commission’s 
basic effort to provide appropriate relief under the 
Advisers Act for registered investment advisers to 
business development companies, criticized the 
specific rule proposal. Commentators stated, 
among other things, that various provisions of the 
rule proposal were unnecessarily restrictive and 
failed to reflect the customary activities of busi- 
ness development companies, and that compli- 
ance with certain of the conditions of the proposed 
rule would be so burdensome and difficult that the 
proposed rule might discourage the formation of 
business development companies. 


A number of commentators also expressed the 
view that the status of business development com- 
pany advisers under the Advisers Act and, in par- 
ticular, the availability of the exception from regis- 
tration contained in Section 203(b)(3) of the 
Advisers Act [15 U.S.C. 80b-—3(b)(3)], should be 
clarified.* 


After proposed Rule 205-3 was published for 
comment, Congress began formal consideration of 
several bills which addressed the application of 
the federal securities laws to small business enter- 
prises, including business development com- 
panies. This Congressional consideration, which 
involved lengthy hearings and deliberations on the 
appropriate action, culminated in the enactment of 
the Small Business Investment Incentive Act of 
1980 (“Small Business Investment Incentive 
Act’”).4 That Act amends the federal securities 





3The performance fee prohibition of Section 
205(1) does not apply to an investment adviser ex- 
cepted from registration pursuant to Section 
203(b) of the Advisers Act [15 U.S.C. 80b-3(b)]. 
Section 203(b)(3) of the Advisers Act generally ex- 
cepts from registration any investment adviser 
who during the course of the preceding twelve 
months has had fewer than fifteen clients and who 
neither holds himself out generally to the public as 
an investment adviser nor acts as an adviser to an 
investment company registered under the Invest- 
ment Company Act of 1940 [15 U.S.C. 80a-1 et. 
seq.]. As discussed below, the 1980 Advisers Act 
Amendments amended this section with respect to 
advisers to business development companies. 


4Pub. L. No. 96-477 (Oct 21, 1980). 
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laws in several respects to remove impediments to 
the flow of capital to small business consistent 
with investor safeguards. In particular, Title II of 
the Small Business Investment Incentive Act 
makes several changes in the Advisers Act (‘1980 
Advisers Act Amendments’) to deal with the spe- 
cial problems of business development com- 
panies. 


The 1980 Advisers Act Amendments amended 
Section 205(1) of the Advisers Act to permit a reg- 
istered investment adviser to a business develop- 
ment company, as defined in new Section 
202(a)(22) of the Advisers Act [15 U.S.C. 
80b-2(a)(22)], to receive a limited performance 
fee. The amount of the performance fee is limited 
to not more than 20 percent of the realized capital 
gains (net of realized capital losses and unrealized 
depreciation) upon the funds of the business de- 
velopment company over a period of time or as of 
dates specified in the contract.® 


In addition, the 1980 Advisers Act Amendments 
amended Section 203(b)(3) of the Advisers Act to 
clarify the availability of that exception from regis- 
tration to the investment adviser to certain busi- 





5Amended Section 205(1) makes the limited per- 
formance fee arrangement unavailable if the busi- 
ness development company has either an execu- 
tive compensation plan as described in new 
Section 61(a)(3)(B) of the Investment Company 
act of 1940 [15 U.S.C. 80a—60(a)(3)(B)] or a profit 
sharing plan as described in new Section 57(n) of 
that Act [15 U.S.C. 80a—56(n)]. This restriction on 
the availability of performance fee arrangements is 
designed to prevent the investment adviser of a 
business development company from receiving 
performance-based compensation where the 
board of directors or general partners of a busi- 
ness development company have already deter- 
mined to provide incentive compensation through 
stock option or other incentive compensation 
plans. See House Committee on Interstate and 
Foreign Commerce, Smal! Business Investment 
Incentive Act of 1980, H.R. Rep. 96-1341, 96th 
Cong., 2d Sess. 63 (1980) (“House Report”); Sen- 
ate Committee on Banking, Housing, and Urban 
Affairs, Small Business Securities Acts Amend- 
ments of 1980 S. Rep. No. 96-958, 96th Cong., 
2d Sess. 42 (1980) (“Senate Report’). 
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ness development companies. As amended, Sec- 
tion 203(b)(3) provides that, for purposes of 
determining the number of clients of an investment 
adviser under Section 203(b)(3), no shareholder, 
partner or beneficial owner of a business develop- 
ment company will be deemed to be a client of 
such investment adviser unless such person is a 
client of the investment adviser separate and apart 
from his status as a shareholder, partner, or bene- 
ficial owner. In effect, this clarification of Section 
203(b)(3) delineates a “safe harbor’ whereby an 
investment adviser to a private business develop- 
ment company who otherwise complies with the 
provisions of amended Section 203(b)(3) would 
not be required to register under the Advisers 
Act.’ 





6The Section 203(b)(3) exception to registration, 
as amended, is not available to an investment ad- 
viser to an investment company registered under 
the Investment Company Act or to a company 
which has elected to be a business development 
company pursuant to Section 54 of Title | of the 
Small Business Investment Incentive Act and has 
not withdrawn its election. 


7\t is important to note that an investment adviser 
excepted from registration pursuant to Section 
203(b)(3) of the Advisers Act, including a business 
development company adviser, nevertheless is 
subject to the antifraud provisions contained in 
Section 206 of the Advisers Act [15 U.S.C. 
80b-6]. It should also be noted that the change in 
Section 203(b)(3) and the addition of the definition 
of business develpoment company in Section 
202(a)(22) are not intended to affect adversely the 
status of investment advisers which are not regis- 
tered under the Advisers Act. First, with respect to 
persons or firms which do not advise business de- 
velopment companies, these changes are not in- 
tended to suggest that each shareholder, partner 
or beneficial owner of a company advised by such 
a person or firm should or should not be regarded 
as a client of that person or firm. Second, with re- 
spect to persons or firms which do advise busi- 
ness development companies, but which do not 
rely on the safe harbor provisions of Section 
203(b)(3), the changes are not intended to sug- 
gest that such shareholder, partner or beneficial 
owner of a company advised by such person or 
firm should or should not be regarded as a client 
of that person or firm. See Senate Report at 41, 
House Report at 62. 
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While the effect of the amendments described 
above is not precisely co-extensive with the relief 
which would have been provided by proposed 
Rule 205-3,8 the Commission believes that Con- 
gressional adoption of these amendments has 
substantially eliminated the need for further gener- 
al exemptive relief under the Advisers Act for busi- 
ness development company advisers. Therefore, 
the Commission has decided to withdraw pro- 
posed Rule 205-3. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








8The limitations and conditions imposed in 
amended Section 205(1) on a registered invest- 
ment adviser’s receipt of performance-based com- 
pensation from a business development company 
are in general substantially less restrictive than 
those contained in proposed Rule 205-3, particu- 
larly with regard to the conditions and limitations 
defining a business development company, its 
permissible investments, and its own sales of se- 
curities. The overall effect of the changes in the 
Advisers Act made by the amendments will be to 
make performance-based compensation more 
widely available to advisers to business develop- 
ment companies than it would have been under 
the rule proposal. However, in a few respects, the 
amendments contain additional conditions not 
contained in proposed Rule 205-3, among them, 
provisions of amended Section 205(1) placing a 
limitation of 20% on an adviser’s performance fee 
and prohibiting simultaneous receipt of a perform- 
ance fee and other incentive compensation and 
the provisions contained in Section 101 of Title | of 
the Small Business Investment Incentive Act 
requiring business development companies and 
their eligible portfolio companies to be domestic 
corporations. 
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LITIGATION 





Litigation Release No. 9299/February 20, 1981 


SEC v. TOROTEL, INC., ET AL. 
(W.D. MO., CIVIL NO. 81-0116-—CV-W-4) 


William D. Goldsberry, Administrator of the 
Chicago Regional Office, announced that on Feb- 
ruary 13, 1981, the Honorable Russell G. Clark, 
Judge of the United States District Court for the 
Western District of Missouri, Western Division, at 
Kansas City, entered a Final Judgment of Perma- 
nent Injunction against Torotel, Inc. (Torotel), a 
Missouri corporation, Dale H. Sizemore, Sr. 
(Sizemore), Torotel Chairman of the Board, and 
Larry R. Whitaker (Whitaker), Torotel President. 
The judgment was entered pursuant to the 
consent of the defendants in which they neither 
admitted nor denied the allegations contained in 
the Complaint filed February 13, 1981. The judg- 
ment enjoins the defendants from violating the 
anti-fraud, reporting and accounting provisions of 
the federal securities laws, and requires Torotel to 
maintain its present Audit Committee of independ- 
ent directors. 


The Complaint alleged that since April 1, 1977 
Torotel, with the knowledge and approval of 
Sizemore and Whitaker, failed to utilize a proper 
sales cut-off for its interim quarters. As a result, 
Torotel’s interim financial statements were materi- 
ally false and misleading, due to the improper rec- 
ognition of revenues. In addition, the Complaint al- 
leged that Torotel failed to keep accurate books 
and records, and failed to maintain an adequate 
system of internal accounting controls. 





Litigation Release No. 9300/February 23, 1981 


SEC v. CHRIS-MOND CORPORATION, ET AL. 
Civil Action No. 80-4370 (E.D. Pa. filed Novem- 
ber 13, 1980) 


Paul F. Leonard, Administrator, and Thomas H. 
Monahan, Assistant Regional Administrator 
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(Philadelphia), of the Washington Regional Office 
announced that on February 13, 1981, the Honor- 
able Clifford Scott Green, United States District 
Judge for the Eastern District of Pennsylvania, en- 
tered a Final Judgment and Order permanently 
enjoining Chris-Mond Corporation (“Chris-Mond’’) 
and Edmond A. Tierno (‘Tierno”) from violating 
Sections 5(a), 5(c) and 17(a) of the Securities Act 
of 1933 and Section 10(b) of the Securities Ex- 
change Act of 1934 and Rule 10b-—5 thereunder. 
Chris-Mond and Tierno consented to the entry of 
the injunctions without admitting or denying the al- 
legations in the Commission’s Complaint. 


The Commission’s Complaint alleged that Chris- 
Mond, a Delaware corporation, and Tierno, its 
chairman of the board, president and chief execu- 
tive officer, represented to investors that Chris- 
Mond would build an $850 million hotel-casino- 
entertainment complex in Atlantic City, New 
Jersey, and on that basis offered and sold 
unregistered securities to over 30 investors raising 
at least $475,000. It was further alleged that Chris- 
Mond and Tierno misrepresented and failed to dis- 
close certain facts concerning Tierno’s back- 
ground and qualifications and the risks involved in 
the proposed project. 


(For further information, see Litigation Release 
No. 9235.) 





Litigation Release No. 9301/February 26, 1981 


SEC v. DENNIS L. MIRUS and SIPC v. DENNIS 
L. MIRUS (United States District Court for the 
Northern District of Illinois, Eastern Division, Civil 
Action No. 81-—C-700) 


William D. Goldsberry, Administrator of the 
Chicago Regional Office of the Securities and Ex- 
change Commission, announced that on Februa- 
ry 11, 1981, a complaint was filed in the United 
States District Court in Chicago, against Dennis L. 
Mirus, of Lake Forest, Illinois, a registered broker- 
dealer, alleging that Mirus violated the anti-fraud, 
broker-dealer registration, confirmation and 
record-keeping provisions of the Federal securi- 
ties laws in connection with the offer, purchase 
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and sale of securities during the period from in or 
about January 1973 to date. The complaint al- 
leged that Mirus converted monies to his own per- 
sonal use which had been entrusted to him by his 
customers for investment on their behalf. The 
complaint further alleged that Mirus tendered his 
personal checks to certain customers as disburse- 
ment of purported trading profits, when there were 
insufficient funds in Mirus’ bank accounts to cover 
these chekcs. 


Simultaneously, the Securities Investor Protection 
Corporation filed an application seeking a protec- 
tive decree adjudicating that the customers of 
Mirus are in need of the protection afforded by the 
Securities Investor Protection Act of 1970. Subse- 
quently, on February 11, 1981, the Honorable 
Bernard M. Decker, Judge of the United States 
District Court for the Northern District of Illinois, 
entered an order to show cause as to why such a 
protective decree not be entered. A hearing on this 
matter has been set before the Court on Februa- 
ry 23, 1981. 


In a related administrative matter, Mirus con- 
sented to be barred from association with any bro- 
ker, dealer or investment adviser. 





Litigation Release No. 9302/February 26, 1981 


STATES OF TEXAS v. TYRUS REX MULKEY, 
STEVEN L. BURTON, and TAYLOR LEROY 
SMITH, JR. 


(No. CPN 680) (173rd Judicial District) 


Wayne M. Secore, Administrator, Fort Worth Re- 
gional Office, Richard D. Latham, Texas Securities 
Commissioner, and Melvin Whitaker, District Attor- 
ney, Anderson County, Texas, jointly announced 
that on February 9, 1981, Tyrus Rex Mulkey and 
Steven L. Burton, both of Dallas, pled guilty to 
State felony charges of selling unregistered secu- 
rities, and that on February 20, 1981, Taylor Leroy 
Smith, Jr., also of Dallas, pled guilty to the same 
charges. The defendants were sentenced to ten 
years probation and ordered to make restitution. 
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The charges arose as a result of the nvolvement 
of Mulkey, Burton and Smith with Lone Star Petro- 
leum, Inc., Dallas, Texas. Between October, 1976, 
and June, 1979, Lone Star Petroleum, Inc., offered 
and sold 19 unregistered offerings of fractional un- 
divided working interests in oil and gas leases. A 
total of approximately $3.75 million was raised 
from about 500 investors in nine states. 


For further information, see Litigation Releases 
Nos. 8826 and 8933. 





Litigation Release No. 9303/February 26, 1981 


Robert H. Davenport, Administrator of the Denver 
Regional Office, announced that United States 
District Judge Richard P. Matsch issued Default 
Judgments of Permanent Injunction against David 
D. Conn, a resident of Texas, and Dacon Oil Cor- 
poration, a Colorado corporation, on February 5, 
1981 and December 22, 1980 respectively. A Final 
Judgment of Permanent Injunction and Consent 
thereto was entered against George E. Bay, a res- 
ident of Florida, on January 21, 1981. 


These persons were charged in the Complaint, 
filed on July 29, 1980, with alleged violations of 
the registration and anti-fraud provisions of the 
federal securities laws in connection with the offer 
and sale of fractional undivided interests in oil and 
gas wells located in Colorado by Conn, Dacon and 
Bay, and limited partnerships interests in an oil 
and gas well located in Wyoming by Conn. 


The Final Judgments of Permanent Injunction en- 


join each defendant from violations of Sections 
5(a), 5(c) and 17(a) of the Securities Act of 1933, 
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and Section 10(b) of the Securities Exchange Act 
of 1934 and Rule 10b-5 promulgated thereunder. 


The entry of the Final Judgment of Permanent In- 
junction against George E. Bay was consented to 
without admitting or denying the allegations of the 
Complaint. 


The allegations against the remaining defendants, 
D. G. Hamilton and Arthur W. Guenther, Jr., re- 
main for trial. 


For further information see Litigation Release No. 
9154. 
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